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I. 

INTRODUCTION  AND  OVERVIEW 


A.  Purpose  of  this  report 

Over  the  past  two  decades,  transnational  coipo rations  (TNCs)  have  become  increasingly  important 
actors  in  the  trend  towards  a  more  integrated  woiid  economy,  as  foreign  investors,  traders  of  goods  and 
services  across  national  borders,  and  also  as  developers  and  providers  of  new  technologies.  Evidence  of 
this  key  role  of  TNCs  is  widespread.  By  the  mid-1980s,  over  50  per  cent  of  all  international  trade  was 
carried  out  by  TNCs  among  their  units  and  with  independent  firms.  As  the  external  debt  position  of  many 
developing  countries  worsened  over  the  past  decade,  access  to  new  lending  declined,  and  foreign  direct 
investment  (FDI)  by  TNCs  became  increasingly  important  as  a  vehicle  for  financing  economic  growth 
and  development  As  the  Governments  of  many  developing  countries  have  sought  to  foster  the  develop¬ 
ment  of  their  economies  and  to  increase  the  competitiveness  of  their  products  on  export  markets,  they 
have  often  turned  to  TNCs  to  supply  technology,  management  capital,  and  access  to  markets  to  help 
achieve  these  goals. 1 

In  their  relations  with  TNCs,  however,  the  Governments  of  many  developing  countries  have  been 
uncertain  as  to  what  policies  to  follow  toward  TNCs  and  how  to  institute  and  administer  them  so  as  to 
promote  investment  and  other  forms  of  economic  exchange  with  TNCs,  while  at  the  same  time  ensure 
that  TNC  operations  serve  the  country’s  development  goals  and  objectives.  They  have  also  been 
concerned  that  their  policy  systems  towards  TNCs  have  led  to  sub-optimal  results  and  have  reduced  the 
net  benefits  that  potentially  can  result  from  interactions  with  TNCs. 


1  See  UNCTC,  Transnational  Corporations  and  World  Development:  Trends  and  Prospects  (United  Nations 
publication.  Sales  No.  E.88JIA.7)  and  UNCTC,  World  Investment  Report  1991  (United  Nations  publication.  Sales 
No.  E.9 1 JLA.  12)  for  data  and  a  description  of  these  trends  in  TNC  operations  in  trade,  foreign  direct  investment,  and  technology 
transfer  in  relationship  to  other  trends  in  the  world  economy. 
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The  purpose  of  this  monograph  is  to  help  Governments  as  they  consider  which  foreign  investment 
and  technology  transfer  policies,  and  the  promotional  and  regulatory  system  to  operationalize  these 
policies,  are  most  appropriate,  given  the  conditions  of  their  countries,  their  development  goals  and 
overall  policies.  It  is  intended  to  assist  the  Governments  of  developing  countries  in  formulating  new 
policies  and  modifying  existing  policies  toward  TNCs.  It  is  not  the  purpose  of  this  monograph  to  suggest 
to  Governments  of  developing  countries  what  level,  scope  and  type  of  interaction  with  TNCs  is  most 
appropriate  for  their  countries.  Nor  is  it  to  recommend  which  specific  foreign  investment  policy  any  one 
country  or  developing  countries  as  a  whole  should  follow.  These  decisions  are  the  responsibilities  of 
Governments  in  formulating  overall  economic  policy.  Unless  a  country  severs  itself  from  the  international 
economy  completely,  however,  it  will  have  some  interactions  with  TNCs.  Hence  Governments  need 
some  policy  to  guide  these  relations. 

B.  The  effects  of  TNCs  on  host  countries 

Foreign  direct  investment  (FDI)  and  technology  transfer  by  TNCs  can  have  positive  and  negative 
effects  on  a  nation  on  many  dimensions:  the  pace  of  economic  development,  job  creation,  the  growth  of 
exports  and  imports,  the  balance  of  payments,  national  technological  development  and  absorptive 
capacity,  and  the  competitive  strength  and  growth  of  domestically  owned  firms.  TNCs  can  also  affect 
the  social,  cultural,  and  political  development  of  the  host  countries  in  which  they  operate.  The  overall 
goal  of  host  country  Governments  in  relation  to  TNCs  is  to  formulate  policies  and  to  provide  a  regulatory 
and  promotional  system  to  implement  them  in  a  way  that  maximizes  the  net  benefits  to  the  country  arising 
from  investment,  technology  transfer  and  other  operations  by  TNCs. 

The  impact  of  TNCs  on  host  countries  depends  on  such  factors  as  the  economic  environment  in 
the  host  country,  the  international  economic  environment,  the  industries  in  which  the  TNCs  operate,  the 
TNCs’  country  of  origin,  their  goals  and  objectives,  and  the  policies  and  operating  procedures  by  which 
they  carry  them  out.  The  goals  and  objectives  of  host  countries  and  the  criteria  by  which  they  measure 
the  performance  of  TNCs  can  also  influence  their  evaluation  of  the  political,  social,  and  economic 
impact — i.e.,  the  costs  and  benefits — of  operations  by  TNCs  within  their  economies. 

Despite  these  complex  relationships,  several  broad  generalizations  can  be  made  concerning  the 
effects  of  government  policies  towards  TNCs  on  the  net  economic  benefits  (net  costs)  of  TNC  investments 
and  operations: 

•  The  closer  the  interaction  between  host  countries  and  TNCs,  the  greater  the  potential  bene¬ 
fits — and  the  greater  the  potential  costs. 

•  The  greater  a  country’s  integration  into  the  international  economy  through  TNCs,  the  greater 
the  economic  efficiency  gains  and  the  more  rapid  its  growth,  but,  at  the  same  time,  the  greater 
is  its  exposure  to  the  vagaries  of  changing  international  economic  (and  political)  conditions 
over  which  the  nation  has  little,  if  any,  control.  In  short,  greater  integration  brings  greater 
efficiency  and  growth,  but  it  also  leads  to  greater  dependency  and  loss  of  national  control. 

•  In  some  respects,  TNCs  are  better  equipped  to  respond  more  effectively  to  changes  in 
conditions  in  the  political,  economic,  and  social  environment  than  are  domestic  corporations. 
TNCs  usually  have  a  greater  resource  base,  they  are  more  flexible  in  changing  their  operations, 
and  they  have  a  wider  geographical  scope  over  which  to  deploy  their  resources  than  do  domestic 
firms. 
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•  TNCs  may  also  act  in  their  own  interests  to  influence  the  conditions  and  policies  in  their  external 
environment  that  have  adverse  effects  on  their  operations. 

•  Inappropriate  government  policies  and  incentives  systems  toward  TNCs  may  lead  to  perverse 
and  unexpected  results,  and  may  even  impose  net  economic  costs  on  a  host  country  rather  than 
the  envisioned  net  benefits. 

•  In  general,  however,  with  appropriate  foreign  investment  policies,  promotion  and  regulation 
systems,  and  administrative  structures  and  procedures,  foreign  investment  and  technology 
transfer  by  TNCs  yields  net  benefits  to  a  country. 

Fbr  these  reasons,  government  policies  toward  TNCs  need  to  be  formulated,  implemented,  and 
administered  with  consideration  and  care.  Interaction  with  TNCs  is  generally  a  positive  sum  “game”,  but 
it  is  a  complex  game  that  needs  to  be  played  well. 

C.  The  policy  system 

In  general,  policy  formulation  and  implementation  proceeds  along  the  following  lines: 

•  Governments  set  explicit  or  implicit  development  goals  according  to  their  country’s  current 
development  status,  the  constraints  and  opportunities  presented  by  conditions  both  internal  and 
external  to  the  country,  and  the  shared  values  of  the  population  as  represented  and  modified 
by  tiie  Governments. 

•  A  given  Government  chooses  policies  to  achieve  these  goals  from  among  possible  alternatives, 
based  on  the  perceived  results  of  following  these  alternative  policy  scenarios,  given  current 
domestic  and  international  conditions  and  assumptions  about  fiiture  conditions. 

•  Government  policies  are  then  operationalized  through  various  promotional  and  regulatory 
systems,  and  implemented  through  the  Government’s  administrative  structures  and  processes. 
This  policy  system  in  turn  interacts  with  domestic  and  international  conditions  to  lead  to  various 
economic,  social  and  political  outcomes. 

•  These  outcomes  are  then  evaluated  against  the  goals  they  were  set  out  to  reach.  Based  on  this 
evaluation,  the  Government  may  modify  the  country’s  goals,  policies,  promotion  and  regulation 
systems  and  their  administration. 

The  basic  elements  necessary  to  carry  out  this  process  constitute  the  policy  system.  This  view  of  a 
country’s  public  policy  system  leads  to  several  important  conclusions: 

•  The  system  is  constantly  subject  to  change  and  modification,  as  new  information  is  received 
and  evaluated  against  the  outcomes  of  existing  policies  and  the  validity  of  the  assumptions  on 
which  the  policies  were  based;  national  and  international  conditions  change;  a  country’s  goals 
and  trade-offs  among  goals  change,  and  so  on. 

•  A  system  that  is  deemed  appropriate  at  one  time  may  be  inappropriate  at  another  time. 

•  A  system  and  the  components  of  a  system  which  are  appropriate  for  one  country  may  not  be 
appropriate  for  another. 

Every  country  has  economic,  political,  and  social  development  goals,  policies  to  achieve  those 
goals,  promotional  and  regulatory  systems  to  operationalize  those  policies  and  administrative  structures 
and  procedures  to  implement  them.  Ideally,  each  component  of  a  country’s  overall  policy  system  should 
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be  designed  and  implemented  to  operate  in  concert  as  a  seamless  whole,  with  each  component  reinforcing 
the  other  to  achieve  the  overall  development  goals  of  the  system. 

1.  The  policy  system  towards  TNCs 

Foreign  direct  investment  (FDI)  and  TNC  operations  can  impact  on  social,  political  and  economic 
conditions  in  a  host  country.  Hence,  government  policies  towards  investment  and  technology  transfer  by 
TNCs  can  best  be  viewed  within  the  context  of  a  country's  overall  social,  economic,  and  political 
development  policy  system  and  its  goals.  This  policy  system  toward  TNCs  is  highly  complex,  interactive, 
and  ever-changing.  For  example,  if  the  country’s  goal  is  to  expand  exports  by  attracting  export-oriented 
FDI,  its  exchange  rate  must  be  maintained  at  a  level  to  foster  exports;  its  import  tariffs  and  non-tariff 
barriers  to  trade  in  capital  goods  and  intermediate  inputs  must  be  such  that  firms  can  access  these 
necessary  products  at  competitive  costs;  and  its  system  to  regulate  international  capital  flows  must  allow 
inflows  of  required  capital  and  outflows  of  profits  and  other  payments  for  factors  of  production  and  inputs 
sourced  from  abroad. 

A  country  formulates  its  goals  and  policies  toward  TNCs  and  the  evaluation  criteria  it  applies  toward 
the  economic,  social,  and  political  performance  of  TNCs,  based  on  a  wide  variety  of  factors.  These 
include: 

•  the  level  of  its  economic  development; 

•  its  resource  base; 

•  its  trade  structure  and  level; 

•  its  requirements  for  capital,  technological  development,  job  creation,  and  access  to  foreign 
markets; 

•  its  goals  for  economic,  social,  political  and  cultural  development; 

•  its  underlying  economic  and  political  systems  and  philosophy;  and 

•  the  structure  and  level  of  development  of  its  administrative  institutions  and  the  values, 
capabilities  and  skills  of  its  administrators  to  implement  the  policies. 

2.  Foreign  investment  and  technology  transfer  incentives  systems 

Once  the  basic  government  policy  towards  TNCs  has  been  formulated,  it  must  be  operationalized 
through  an  incentives  system  (with  regulatory  and  promotional  components),  and  implemented  through 
administrative  structures  and  procedures.  There  is  not  one  incentives  system  for  TNCs  that  is  appropriate 
for  all  countries  under  all  conditions.  The  evaluation  of  the  performance  of  TNCs  under  any  one  incentives 
system  will  vary  from  country  to  country,  depending  on  foreign  investment  policies,  the  goals  that  these 
policies  are  designed  to  achieve,  and  the  criteria  it  uses  to  evaluate  performance.  A  system  that  is 
appropriate  for  one  country  may  be  highly  inappropriate  for  another  country.  The  reasoning,  “the 
incentives  system  in  country  X  has  been  successful,  therefore  country  Y  should  use  this  system”  is 
incorrect,  except  in  the  unlikely  situation  in  which  the  goals,  policies,  evaluation  criteria,  economic 
conditions,  and  the  institutional  structures,  values  and  abilities  of  government  administrators  to  imple¬ 
ment  the  system  are  the  same  in  both  countries. 
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A  foreign  investment  and  technology  transfer  system  has  two  components:  regulation  and  promo¬ 
tion.  In  general,  regulations  on  investment  by  TNCs  are  designed  to  extract  maximum  net  benefit  per  unit 
of  investment,  while  promotional  measures  are  designed  to  increase  the  total  amount  of  investment 
flowing  into  a  country.  The  balance  between  regulation  and  promotion  are  of  prime  importance  in 
determining  the  performance  of  the  policy  system  in  relationship  to  the  country’s  goals. 

In  general,  promotional  measures  are  designed  to  attract  TNCs  to  invest  and  to  operate  in  the 
country.  They  may  also  influence  the  type  of  foreign  investment  flowing  into  a  country  if  they  are  directed 
at  TNCs  with  certain  characteristics  such  as  export  orientation,  size,  and  sector  in  which  they  operate. 
Promotional  measures  include  such  provisions  as  tax  holidays,  accelerated  depreciation  allowances, 
reduction  of  import  tariffs  on  inputs  and  capital  equipment,  trade  protection,  labour  subsidies,  training 
programmes,  and  so  on. 

Regulations  directed  towards  TNCs  are  generally  designed  to  ensure  that  TNC  activities  are 
consistent  with  and  contribute  to  the  country’s  goals  and  objectives.  Regulations  are  directed  to  control 
TNC  entry  (so  that  only  beneficial  projects  are  undertaken)  and  performance  (so  as  to  maximize  the  net 
benefits  to  the  country  arising  from  the  operations  of  the  TNCs  that  are  allowed  to  undertake  projects). 
Entry  regulations  on  TNCs  include  such  provisions  as  maximum  foreign  ownership  levels,  industries 
that  are  open  or  closed  to  foreign  investment,  and  performance  requirements  relating  to  location,  exports, 
domestic  content,  technology  transfer,  employment,  etc. 

Although  both  promotion  and  regulatory  components  are  embodied  in  any  incentives  system,  they 
can  work  at  cross  purposes — particularly  from  the  viewpoint  of  TNCs.  A  fundamental  decision  which 
must  be  made  in  designing  an  incentives  system  is  the  balance  between  these  two  components. 

A  key  problem  for  Governments  in  designing  an  incentives  system  is  the  perception  of  TNCs  of 
the  basic  thrust  of  that  system.  Often  if  they  perceive  that  the  system  is  highly  regulatory  and  restrictive 
in  nature,  they  will  ignore  its  promotional  features — even  if  they  are  highly  attractive.  Also,  if  the  system 
is  highly  regulatory  de  jure,  but  in  practice  these  regulations  are  waived  or  are  easily  circumvented,  TNCs 
will  tend  to  continue  to  view  the  system  as  highly  restrictive. 

There  is  sometimes  a  close  relationship  between  the  pervasiveness  of  regulations  in  a  country’s 
overall  domestic  economy  and  the  scope  and  complexity  of  its  incentives  system.  The  more  regulated 
the  economy,  the  more  extensive  and  complex  its  incentives  system  and  the  more  it  will  tend  to  emphasize 
regulation  of  TNCs.  The  less  regulated  a  country’s  economy,  the  less  extensive  and  complex  its  incentives 
system  tends  to  be,  and  the  more  it  emphasizes  promotion  rather  than  regulation  of  TNCs.  These  two 
relationships  are  due  to  two  factors: 

•  If  the  overall  thrust  of  a  Government's  economic  policies  is  towards  intervention  in  and 
regulation  of  the  country's  economy,  this  thrust  will  usually  spill  over  into  its  policies  toward 
TNCs. 

•  In  many  cases,  government  regulation  of  a  country’s  production  processes  leads  to  distortions 
in  the  market  for  goods  and  services  and  factors  of  production,  such  that  the  investment  and 
operating  decisions  taken  by  firms  in  maximizing  their  profits  do  not  lead  to  optimal  outcomes 
from  society’s  point  of  view.  In  this  situation,  unless  the  investment  and  operating  decisions 
of  TNCs  are  controlled  by  the  Government,  the  benefits  of  the  investment  will  not  be 
maximized,  and  may  even  reduce  a  country’s  economic  welfare. 
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In  Singapore,  for  example,  where  there  is  a  relatively  low  level  of  government  regulation  of 
production  processes,  the  incentives  system  is  relatively  simple  and  emphasizes  promotion  over  regula¬ 
tion  of  TNCs.  In  neighbouring  Indonesia,  where  there  has  been  pervasive  regulation  of  the  microeco¬ 
nomy,  the  incentives  system  for  TNCs  is  highly  complex  and  emphasizes  regulation  over  promotion. 

Over  the  past  decade,  as  Governments  in  many  developing  countries  have  acted  to  deregulate  their 
economies,  and  have  moved  towards  policies  more  open  to  FDI,  they  have  acted  to  modify  their  incentives 
systems  to  make  them  simpler,  with  more  emphasis  on  promotion  and  less  emphasis  on  regulation  on 
FDI  and  technology  transfer.  Reorientation  of  a  country’s  incentives  system  has  often  been  difficult  to 
accomplish.  The  administrative  structures  and  the  values,  orientation,  and  personnel  rewards  of  the 
government  officials  within  these  structures  have  often  proven  to  be  ill-suited  for  the  administration  of 
a  more  promotion-oriented  system,  and  they  can  impede  changes  in  this  direction.  For  this  reason,  there 
is  often  a  lack  of  consistency  between  government  policy  and  the  official,  written  incentives  system  on 
the  one  hand,  and  how  the  system  is  administered  on  the  other.  Yet  the  administration  of  the  system  may 
have  crucial  effects  on  its  performance. 

D.  The  relationship  between  host  developing 
countries  and  TNCs 

Two  fundamental  characteristics  underlie  the  relationship  between  host  developing  countries  and 
TNCs.  The  first  characteristic  is  mutual  gain  and  mutual  need.  On  the  one  hand,  the  objective  of  a  host 
developing  country  in  its  relationships  with  TNCs  is  to  maximize  the  contribution  of  TNC  operations 
towards  achieving  its  development  goals.  The  objective  of  TNCs,  on  the  other  hand,  is  to  maximize  their 
global  return  on  their  firm’s  specific  advantages  through  their  operations  in  host  countries .  From  this 
viewpoint,  the  objectives  of  host  developing  countries  and  TNCs  are  symmetric:  to  maximize  the  benefits 
to  themselves  from  their  relationships  through  trade,  investment,  and  technology  transfer.  The  relation¬ 
ships  between  host  developing  countries  and  TNCs  are  similar  to  the  relationships  between  any  two 
value-maximizing  agents. 

The  second  characteristic  in  the  relationship  between  host  developing  countries  and  TNCs  lies  in 
the  nature  of  their  respective  objectives.  For  host  developing  countries,  the  "value”  they  are  trying  to 
maximize  is  defined  in  terms  of  contribution  to  their  economic,  social,  and  political  development  goals. 
For  TNCs,  "value”  is  defined  in  terms  of  contribution  to  their  goal  of  maximizing  their  risk-adjusted 
profits — simpler  goals  than  those  of  the  host  developing  country,  and  easier  to  measure.  These  definitions 
of  value  may  differ. 

This  second  characteristic  of  the  relationship  between  host  Governments  and  TNCs  is  often  at  the 
root  of  the  disputes  and  difficulties  that  arise  between  them.  Not  only  are  TNCs  and  host  Governments 
in  competition  for  the  maximum  share  of  whatever  value  is  created  by  their  relationship,  they  also  have 
different  perceptions  of  what  value  is.  For  example,  the  host  country  Government  may  place  a  high  value 
on  exports  because  foreign  exchange  is  scarce,  while  a  TNC  will  only  value  exports  to  the  extent  that 
they  are  profitable.  A  TNC  may  wish  to  locate  in  an  urban  area  due  to  inexpensive  labour  and 
infrastructure  development,  while  the  host  country  Government  may  value  the  effects  of  investment 
located  outside  urban  centres  on  rural  development.  As  such,  there  is  sometimes  a  conflict  of  objectives. 

These  two  fundamental  characteristics  of  host  country-TNC  relationships  have  important  im¬ 
plications  for  the  Governments  of  host  developing  countries  when  they  devise  and  implement  policies 
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toward  TNCs  (and  forTNCs  as  they  devise  their  policies  and  strategies  for  their  operations  in  developing 
countries).  For  both  host  developing  countries  and  TNCs  to  achieve  their  goals,  two  conditions  must 
exist: 

•  Their  relationship  must  be  a  “positive  sum  game”  (i.e.,  it  must  generate  net  value  from  the 
perspective  of  both);  and 

•  The  value  from  this  “game”  that  accrues  to  both  TNCs  and  host  countries  must  at  least  exceed 
the  value  that  would  accrue  to  them  under  some  alternative  “game”.  If  the  Government  of  a 
developing  country  perceives  that  TNC  operations  as  a  whole,  or  some  aspect  of  TNC 
operations,  do  not  contribute  value  toward  achieving  its  goals  to  a  greater  extent  than  some 
other  arrangement,  it  can  terminate  the  relationship  or  restrict  the  operations  of  TNCs.  If  a  TNC 
perceives  that  operations  in  a  developing  country  do  not  contribute  value  toward  achieving  its 
profit  goals  relative  to  operations  in  some  other  country,  it  can  withdraw. 

E.  Bargaining  between  host  country 
Governments  and  TNCs 

The  relationships  between  host  developing  countries  (HDCs)  and  TNCs  can  be  conceptualized  in 
a  cooperative/competitive  bargaining  framework.  On  the  one  hand,  both  want  to  maximize  their  share 
of  the  gains  that  arise  from  the  relationship  between  them.  On  the  other,  both  have  “reserve  positions” 
which  they  must  achieve  if  they  are  to  enter  into  the  relationship. 

This  bargaining  situation  is  represented  in  figure  1.  The  two  overlapping  circles  represent  the  net 
value  for  a  TNC  and  a  host  country  that  may  arise  out  of  their  relationship.  These  two  circles  are  not 
coincident  or  the  same  size  since,  as  described  above,  their  evaluation  of  the  value  that  may  arise  from 
their  relationship  may  differ.  The  size  of  the  circles  is  a  function  of  the  interaction  between  the 
ownership-specific  advantages  of  the  TNC  (such  as  capital,  technology,  and  access  to  export  markets) 
and  the  location-specific  advantages  of  the  HDC  (such  as  natural  resources,  internal  markets,  labour, 
capital,  etc).  The  two  shaded  slices  on  each  side  of  the  circles  represent  the  reserve  positions  of  the  TNC 
and  the  host  country.  The  size  of  the  TNC’s  reserve  position  is  a  function  of  the  value  it  could  obtain 
from  operations  in  alternative  countries  based  on  its  firm-specific  advantages  and  the  location-specific 
advantages  and  incentives  systems  of  those  countries.  The  size  of  the  host  country’s  reserve  position  is 
a  function  of  its  other  available  alternatives  based  on  its  country  locational  advantages  and  the  value  of 
following  other  alternatives,  including  relationships  with  other  TNCs.  As  long  as  the  value  arising  out 
of  the  relationship  from  the  viewpoint  of  both  the  TNC  and  host  Government  is  greater  than  the  values 
in  their  respective  reserve  positions,  there  is  possibility  of  a  mutually  acceptable  outcome  to  the 
bargaining  process. 

The  division  of  the  surplus  value  of  the  relationship,  i.e.,  its  value  in  excess  of  the  respective  reserve 
positions,  depends  on  the  strategies  and  negotiation  skills  of  the  TNC  on  the  one  hand,  and  the  incentives 
system  and  capabilities  of  host  government  administrators  on  the  other.  The  objective  of  both  the  host 
country  Government  and  the  TNC  in  their  relationship  is  to  gain  the  maximum  amount  of  the  value 
created  by  their  relationship  and  at  least  an  amount  equal  to  their  reserve  position.  The  goals  of  TNCs 
are  to  make  higher  profits  than  it  can  earn  elsewhere.  They  are  not  directed  toward  fostering  the 
achievement  of  the  development  goals  of  the  host  country,  except  to  the  extent  that  the  value  their 
operations  create  for  host  countries  is  at  least  equal  to  the  host  country’s  reserve  position,  so  that  a 
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mutually  advantageous  relationship  will  take  place.  Similarly,  host  Governments  are  not  concerned  with 
whether  TNC  operations  are  profitable  in  their  countries,  except  to  the  extent  that  they  are  sufficiently 
profitable  for  it  to  engage  in  a  relationship  that  is  valuable  to  the  country. 

Within  a  bargaining  framework,  there  is  no  “fair”  or  “equitable”  division  of  the  surplus,  terms  that 
are  often  bandied  about  when  this  topic  is  discussed.  Both  host  Governments  and  TNCs  try  to  obtain  the 
most  that  they  can  from  their  relationship  and,  as  long  as  they  at  least  meet  their  reserve  requirements, 
they  should  continue  to  maintain  the  relationship. 
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F.  Organization  of  the  book 

There  are  four  factors  that  determine  the  performance  of  the  policy  system  of  a  host  country  toward 
operations  by  TNCs: 

1 .  The  world  economic  environment,  including  international  economic  and  political  conditions 
(trends  in  international  trade  and  investment,  capital  flows  and  international  debt)  and  the  policies, 
incentives  systems,  and  conditions  in  other  countries. 

2.  The  policies  and  strategies  of  host  developing  countries  towards  foreign  direct  investment, 
cooperative  arrangements,  technology  transfer,  and  the  impact  of  TNC  operations  on  the  country  relative 
to  its  development  goals; 

3.  The  environment  in  the  host  country,  including  its  general  policies  and  how  they  relate  to 
foreign  investment  policies,  its  natural  resources,  the  size,  growth  rate  and  protection  of  the  domestic 
market,  and  the  wage  rates,  discipline,  and  human  capital  of  its  labour  force; 

4.  The  relative  bargaining  power  between  TNCs  and  host  developing  countries  based  on  these 
three  factors  and  how  each  uses  its  strategies  and  organizations  to  exert  its  bargaining  power. 

These  four  factors  determine  the  performance  of  a  country  in  its  relationships  with  TNCs.  They 
are  the  subjects  of  this  book. 
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A.  Introduction 

The  relationship  between  host  developing  countries  (HDCs)  and  transnational  corporations  (TNCs) 
is  embedded  in  the  world  economic  environment.  Therefore,  events  in  the  world  environment  influence 
the  nature  and  the  performance  of  this  relationship.  The  state,  trends,  and  outlook  for  world  economic 
conditions  form  the  milieu  within  which  relationship  takes  place.  Such  conditions  as  the  availability  and 
cost  of  capital  and  foreign  exchange,  economic  growth  rates,  the  expansion  of  trade  and  access  to  markets, 
the  generation  and  dissemination  of  technology,  and  the  availability  and  price  of  natural  resources,  affect 
the  ownership-specific  advantages,  strategies,  and  operations  of  TNCs  on  the  one  hand,  and  the 
location-specific  advantages,  goals  and  policies  of  HDCs  on  the  other.  For  example,  the  need  of 
developing  countries  for  foreign  exchange  and  technology  influences  their  perception  of  the  benefits  of 
relationships  with  TNCs.  The  trend  toward  global  competition  influences  the  need  of  TNCs  to  access 
markets,  production  locations  and  resources  worldwide,  and  it  influences  their  perceptions  of  the  value 
of  the  location-specific  advantages  of  developing  countries. 

1.  World  trade  and  output 

From  the  perspective  of  both  TNCs  and  HDCs,  probably  the  most  important  development  in  the 
world  economic  environment  in  the  last  two  decades  has  been  the  increasing  globalization  of  trade, 
investment  and  technology  generation  and  diffusion,  and  the  increased  levels  of  competition  both 
between  firms  and  between  nations.  Indeed,  in  many  industries,  a  firm’s  competitive  position  in  any  one 
market  is  dependent  on  its  operations  in  other  markets  and  the  operations  of  other  firms  worldwide. 
Similarly,  a  country ’s  economic  development  has  become  increasingly  dependent — through  trade,  capital 
and  technology  flows,  not  only  between  itself  and  the  rest  of  the  world,  but  between  the  rest  of  the  world 
and  other  countries — on  conditions  in  the  world  economy  and  in  other  countries. 
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During  the  1980s,  an  increasing  number  of  developing  countries  turned  towards  an  outward-ori¬ 
ented  policy  of  growth  through  exports  (and  away  from  inward-looking  import  substitution  policies), 
rhis  trend  was  triggered  by  a  variety  of  factors,  such  as: 

•  the  need  for  hard  currency  to  service  the  foreign  debt  that  many  developing  countries 
accumulated  in  the  early  1980s; 

•  the  success  that  developing  countries  which  have  followed  export-oriented  policies  have 
enjoyed  in  spurring  their  own  economic  growth,  and  a  belief  that  if  they  too  follow  these 
policies,  they  will  experience  similar  benefits; 

•  the  desire  to  diversify  exports  and  production  in  general,  and  especially  away  from  commodities 
and  towards  more  value-added  products; 

•  the  need  to  keep  economic  growth  on  an  upward  trend  at  a  time  when  domestic  markets  are 
sluggish; 


Box  1 :  Evolution  of  foreign  Investment  treatment  In  the  Andean  Common  Market 

The  Andean  Common  Market  (Ancom)  was  established  by  the  Cartagena  Agreement  in  1969 
to  promote  trade  and  economic  integration  between  its  country  members.  The  agreement  set  up  a 
customs  union  in  which  products  made  in  country  members  could  be  traded  more  freely  within  the 
subregion.  Original  signatories  included  Colombia,  Peru,  Ecuador,  Bolivia  and  Chile.  Venezuela 
joined  in  1973.  in  December  1973,  Ancom  members  signed  Decision  24,  which  established  “a 
common  treatment  for  foreign  capital,  trademarks,  patents,  licensing  agreements  and  royalties". 
(Chile  withdrew  in  1976  because,  among  other  factors,  it  felt  that  Ancom's  treatment  of  foreign 
investment  was  too  restrictive.) 

Based  on  the  investor’s  national  origin,  Decision  24  defined  three  categories  of  enterprises, 
in  simplified  terms  they  were: 

o  National  enterprises,  or  those  with  at  most  20  per  cent  foreign  equity  ownership; 

o  Joint  ventures,  or  those  with  foreign  equity  ownership  between  20  per  cent  and  49  per 
cent;  and 

a  Foreign  enterprises,  orthose  with  foreign  equity  ownership  of  over  49  per  cent.  Only  hard 
currency  and  some  imports  of  machinery  and  equipment  were  considered  foreign  invest¬ 
ment  contributions;  transfer  of  technology  was  not. 

Foreign  investment  would  be  allowed  only  in  certain  sectors  arid  under  limited  conditions.  For 
example,  foreign  investment  was  banned  in  sectors  deemed  strategic  for  national  security  (e.g., 
banking,  media  etc.) ,  orthose  which  were  being  “adequately  served  by  existing  enterprises”.  Foreign 
investors  were  also  banned  from  purchasing  existing  shares  or  ownership  rights  held  by  national 
investors.  Profit  remittances  would  be  limited  by  each  member  country  (typically  between  10-15  per 
cent  of  registered  capital  per  annum);  reinvestment  of  profits  would  be  considered  as  new 
investment  and  therefore  would  need  authorization.  Arid  to  take  advantage  of  the  lower  trade 
barriers  established  by  the  Cartagena  Agreement,  foreign  companies  had  to  fulfil  the  following 
conditions; 

a  Within  three  years  of  establishment:  (1)  agree  to  change  equity  ownership  so  as  to 
become  either  a  joint  venture  (i.e,  maximum  49  per  cent  foreign  ownership)  or  a  national 
enterprise  (i.e.  under  20  per  cent  foreign  ownership)  within  the  following  15  years;  (2)  have 
15  per  cent  of  total  company  equity  in  the  hands  of  national  investors; 

/ . 
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•  in  some  cases,  the  requirements  imposed  by  multilateral  organizations  on  developing  countries 

seeking  additional  foreign  financing. 

Transnational  corporations  are  one  means  by  which  developing  countries  can  gain  access  to  export 
markets,  since  a  large  share  of  world  exports  are  through  intra-firm  trade  or  through  arm’s  length  trade 
by  TNCs.  2  Transnational  corporations  can  also  assist  in  developing  and  upgrading  the  natural  resources 
of  HDCs,  and  in  increasing  the  efficiency,  growth  and  diversity  of  their  economies.  Conversely,  TNCs 
need  operations  in  developing  countries  for  market  access  (to  spread  the  high  fixed  costs  of  product 


2  In  the  mid- 1980s,  40  per  cent  of  United  States,  30.3  per  cent  of  Japanese,  and  30  per  cent  of  United  Kingdom  imports 

were  through  intra-firm  trade  by  TNCs.  These  figures  do  not  include  inter-firm  trade  by  TNCs. 


(Box  1,  continued) 


a  Within  two  thirds  of  the  period  between  the  agreement  stipulated  in  (1 )  above  and  the 
15  year-period,  transfer  at  least  45  per  cent  of  company  equity  ownership  to  national 
investors. 

In  short,  Ancom's  treatment  of  FDI  was  heavily  regulatory  and  quite  restrictive,  it  was 
consistent  with  the  economic  policies  in  use  at  that  time,  which  were  inward-looking,  import-substi¬ 
tution  oriented. 

Foreign  investment  inflows  declined  during  the  following  15  years  or  so.  Andean  Pact  member 
countries  would  now  get  capital  to  finance  development  through  foreign  loans,  instead  of  equity. 
This  was  considered  a  better  source  of  foreign  capital  than  foreign  equity,  as  interest  rates  were 
relatively  low  and  the  United  States  dollar,  the  currency  of  the  largest  portion  of  foreign  debt 
outstanding  in  the  sub-region,  was  relatively  weak.  Indeed,  flooded  with  petrodollars  triggered  by 
the  oil  embargoes  of  1973  and  1979,  United  States  transnational  banks  had  increased  capacity  to 
lendto  developing  countries— and  lending  to  Latin  America  increased  sharply.  Furthermore,  transfer 
of  technology,  which  to  a  major  extent  is  related  to  foreign  investment  flows,  was  not  perceived  as 
crucial  for  economic  growth  and  development. 

By  1980,  however,  United  States  dollar  interest  rates  started  to  rise,  the  doilar  began  to 
strengthen  vi$-£-vl$  major  currencies,  and  foreign  debt  outstanding  reached  unsustainable  propor¬ 
tions.  By  1982  the  foreign  debt  crisis  had  set  in.  Access  to  international  funds  by  Latin  American 
countries  fell  sharply.  Ancom  members  found  themselves  with  hard  currency  shortages,  at  a  time 
when  foreign  debt  servicing  requirements  were  mounting.  There  was  pressure  to  increase  foreign 
exchange  inflows  to  cover  those  requirements.  As  a  result,  Governments  began  to  promote  exports 
and  reduce  imports.  Gradually,  economic  policy  became  more  outward-oriented.  Ancom  countries 
started  to  liberalize  foreign  investment  treatment  so  as  to  spur  foreign  capital  inflows.  Decision  24 
was  first  replaced  in  1987  by  Decision  220  (which  left  each  Ancom  member  country  to  decide  on 
several  foreign  investment  treatment  issues  while  maintaining  a  common  framework),  and  then  by 
Decision  291  (1991).  The  latter  ended  all  discrimination  of  foreign  investment  vi$-£-vis  national 
investment.  Fade-down  requirements  for  foreign  equity  ownership  were  removed  as  a  condition  to 
benefit  from  freer  trade  conditions  within  the  Andean  Pact  market.  Foreign  contributions  in  transfer 
of  technology  may  now  be  considered  as  contribution  to  foreign  investments. 
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development),  to  access  natural  resources,  and  to  increase  their  efficiency  through  global  production 
rationalization. 


2,  Trends  in  foreign  direct  investment  by  TNCs 

The  importance  of  foreign  direct  investment  (FDI)  increased  significantly  in  the  last  decade. 
Foreign  direct  investment  outflows  grew  three-fold  between  1984  and  1987,  and  by  about  20  per  cent  in 
both  1988  and  1989.  By  1989,  world- wide  FDI  stock  stood  at  an  estimated  $1 .5  trillion.  In  annual  average 
terms,  FDI  outflows  grew  at  29  per  cent  from  1983  on,  or  significantly  faster  than  exports  (9  per  cent) 
and  world  output  (8  per  cent).  However,  the  share  of  FDI  inflows  to  developing  countries  fell  throughout 
the  decade,  from  25  per  cent  in  1980-84  to  17  per  cent  in  1988-89.  Most  of  this  loss  is  attributed  to  Latin 
America  and  the  Caribbean,  where  the  share  of  FDI  inflows  fell  from  12  per  cent  to  6  per  cent.  Asia  and 
Africa  lost  about  1  per  cent  each. 3 

3.  Trends  in  technology  generation 

There  have  been  several  trends  in  technology  generation  and  diffusion  that  bear  on  the  relationship 
between  TNCs  and  HDCs.  The  speed  of  technology  generation  has  increased.  Some  new  technologies 
are  absolutely  more  efficient  than  previous  technologies,  in  the  sense  that  they  permit  lower-cost 
production  at  any  given  factor  cost.  Furthermore,  some  of  these  technologies  have  reduced  the  labour 
component  of  some  products  to  such  an  extent  that  the  high  costs  of  shipping  and  coordination  of 
production  across  borders  more  than  offset  any  savings  in  labour  and  capital  costs  (from  using  less  capital 
intensive  equipment)  that  might  arise  from  producing  in  developing  countries. 

In  technology  the  implications  for  gain  for  both  developing  countries  and  TNCs  are  significant. 
For  developing  countries,  unless  they  access  these  more  cost-efficient  technologies,  or  they  develop  their 
own,  their  exports  will  become  increasingly  uncompetitive  and  their  growth  rates  may  decline  below 
their  potential.  One  of  the  ways  to  access  these  technologies  is  through  TNCs.  On  the  other  hand,  in 
developing  new  technologies,  TNCs  bear  high  capital  costs  which  need  to  be  recouped  by  sales  and 
operations  worldwide.  Developing  countries  may  provide  larger  markets  for  the  technologies  developed 
by  TNCs  and  for  the  products  that  embody  these  technologies,  and  in  this  way  increase  the  return  on 
their  investment  in  technology  generation. 


4.  World  debt 

The  debt  crisis  of  the  1980s  has  had  several  effects  on  TNC-HDC  relationships.  As  flows  of 
additional  debt  capital,  particularly  from  private  sources,  became  increasingly  difficult  and  expensive  to 
obtain  in  the  1980s,  inflows  of  equity  capital  from  TNCs  became  increasingly  important  to  HDCs  as  an 
alternative  financing  vehicle  for  development.  In  the  face  of  constrained  external  resource  availability, 
the  costs  of  economic  adjustment  for  many  developing  countries  have  been  high,  with  domestic  savings 
going  increasingly  to  finance  external  debt. 


3  UNCTC,  World  Investment  Report  1991 :  The  Triad  in  Foreign  Direct  Investment  (United  Nations  publication,  Sales 
No.  E.91.H.A.12).  Calculations  are  based  on  the  International  Monetary  Fund’s  Balance  of  Payments  Statistics. 
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Host  developing  countries  have  impeded  TNC  investment  in  the  past  based  on  their  perception  that, 
along  with  this  investment  came  TNC  control  over  their  economy.  Developing  countries  have  found  that 
external  debt  can  also  lead  to  loss  of  control  over  their  economies  and  over  economic  policy.  During  the 
1980s,  multilateral  financial  organizations,  in  conjunction  with  commercial  banks,  imposed  “condition¬ 
ality  requirements”  on  a  growing  number  of  developing  countries. 

5.  Exchange  rates 

During  the  1980s,  there  were  rapid  and  severe  changes  in  both  real  and  nominal  foreign  exchange 
rates.  These  changes  led  to  substantial  shifts  in  the  competitive  advantage  of  TNCs  (and  national  firms) 
and  nations,  to  severe  discontinuities  in  international  trade,  and  to  the  disruption  of  the  domestic 
economies  of  many  countries.  For  national  Governments,  the  implication  of  these  outcomes  is  clean 
maintain  real  exchange  rates  at  their  equilibrium  level.  For  TNCs,  die  implication  has  been  clear  as  well. 
They  have  begun  to  diversify  their  operations  among  host  countries  to  reduce  the  effects  of  exchange 
rate  fluctuations  on  exports  to  important  markets. 

6.  Trends  in  natural  resource  and  agricultural  prices 

The  prices  of  agricultural,  natural  resource,  and  energy  products  have  also  undergone  severe  swings 
over  the  past  decade.  Host  Governments  have  little  control  over  these  price  swings.  They  can,  however, 
take  action  to  reduce  the  effects  of  these  swings  on  their  economies.  For  natural  resource  importers,  this 
means  reducing  dependence  on  imported  natural  resource  products — even  if  this  reduces  economic 
efficiency. 

For  natural  resource  exporting  countries,  this  means  some  amount  of  diversification  of  exports 
away  from  one  or  a  small  number  of  natural  resource  products — even  if  the  country’s  comparative 
advantage  lies  in  those  products.  Relationships  with  TNCs  can  contribute  to  achieving  the  goals  of 
diversifying  a  country’s  domestic  economy  and  its  exports. 

B.  Alternatives  available  to  TNCs: 
other  host  countries 

In  their  pursuit  of  profits,  TNCs  have  the  option  of  allocating  investment  and  transferring 
technology  to  countries  around  the  world.  In  making  these  decisions,  TNCs  literally  scan  the  world  to 
determine  in  which  countries  they  can  earn  the  greatest  returns  on  their  ownership-specific  advantages. 
Hence  the  performance  of  a  country’s  policy  system  depends  not  only  on  factors  internal  to  the  country 
or  to  the  TNCs  with  which  it  is  dealing,  but  also  on  the  conditions  in  and  the  incentives  systems  of  other 
countries. 

This  is  most  obvious  in  instances  of  “footloose”,  export-oriented  manufacturing  and  assembly 
operations.  For  example,  the  President  of  a  major  United  States-based  TNC  in  the  footwear  industry 
remarked  in  late  1988,  “We’ll  only  be  operating  in  Indonesia  for  another  three  years.  After  that  all  our 
operations  in  Asia  that  depend  on  low-cost  labor  may  be  moved  elsewhere”.  This  applies  to  investments 
oriented  to  the  domestic  market  and  based  on  a  country’s  natural  resources  as  well. 
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A  host  country  can  alter  its  location-specific  adv antages  relative  to  other  countries  through  its  policy 
system  toward  fNCs  and  through  other  policies  which  affect  domestic  conditions,  such  as  political,  social 
and  economic  stability,  economic  growth,  the  inflation  rate,  the  exchange  rate,  foreign  exchange 
regulations,  wage  rates  and  labour  relations,  natural  resource  availability  and  cost,  the  level  of  the 
development  of  its  ports,  roads,  and  communications  systems,  the  quality  of  life,  and  so  on.  Or  it  may 

design  the  promotional  measures  and  regulations  of  its  incentives  systems  relative  to  those  in  other  host 
countries. 

How  TNCs  weigh  these  many  factors  when  they  make  their  locational  decisions  may  vary,  but  that 
they  do  weigh  them  is  known  with  certainty.  The  bottom  line  for  TNCs,  of  course,  is  their  perception  of 
the  risk-adjusted  profits  they  will  earn  in  each  location.  The  problem  then  in  designing  an  incentives 
system  is  to  gain  a  feel  for  how  various  conditions  in  the  country  and  its  incentives  system  compare  with 
those  in  other  countries  in  affecting  the  profits  that  TNCs  can  earn. 

One  word  of  caution  is  worth  repeating  here:  in  competing  for  investment  and  technology  transfer 
by  TNCs,  when  designing  an  incentives  system,  Governments  should  constantly  bear  in  mind  that 
increasing  relations  with  TNCs  is  not  an  end  in  and  of  itself,  but  rather  a  means  to  the  end  of  accelerating 
economic  development.  Hence  Governments  should  ensure  that  the  costs  to  the  country  of  changing  an 
incentives  system  are  outweighed  by  the  benefits  the  country  receives  from  closer  relationships  with 
TNCs. 


C.  Alternatives  available  to  host  countries: 

other  TNCs 

Host  countries  have  other  alternatives  to  relationships  with  TNCs  in  general  and  to  any  one  TNC 
in  particular.  They  can  access  the  ownership-specific  advantages  of  TNCs  through  technology  licensing, 
turnkey  projects,  management  contracts,  international  borrowing,  relationships  with  independent  im¬ 
porters  or  by  developing  their  own  export  networks  etc.  In  their  relationships  with  TNCs,  they  can  also 
select  from  among  a  large  and  ever  increasing  number  of  both  large  and  small  TNCs  based  in  die  United 
States,  Europe,  Canada,  Japan,  the  newly  industrializing  countries  and  other  developing  countries. 

These  alternative  relationships  confer  different  costs  and  benefits  on  host  developing  countries  in 
achieving  their  development  goals.  The  costs  and  benefits  of  these  alternative  relationships  provide  a 
host  developing  country  with  a  “reserve  position”  in  the  relationships  with  TNCs  in  general  and  with 
specific  TNCs.  If  the  net  benefits  for  a  host  developing  country  of  its  relationship  with  a  TNC  are  not 
greater  than  this  reserve  position,  it  can  withdraw  from  the  relationship. 

D.  Strategies  of  TNCs 

The  fundamental  goal  of  TNCs  in  their  operations  worldwide  is  to  maximize  their  value  by 
maximizing  profits.  The  strategies  that  TNCs  develop  and  implement  to  achieve  this  goal  depend  on  their 
ownership-specific  advantages,  the  industry  in  which  they  operate,  their  home  countries,  and  the 
alternatives  facing  them  nationally  and  internationally.  For  example,  in  their  search  for  profits,  TNCs 
have  increasingly  turned  their  attention  to  the  United  States,  which  has  emerged  as  the  major  host  country 
for  foreign  investment.  The  major  location-specific  advantage  of  the  United  States  is  its  large  market  of 
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250  million  consumers  with  relatively  high  purchasing  power.  In  addition,  in  the  1980s  the  United  States 
policy  system  was  very  responsive  to  the  goals  of  private  enterprise.  Personal  and  corporate  taxes  were 
cut,  major  industries  were  deregulated,  and  the  involvement  of  the  Government  in  anti-trust  actions  fell. 

1.  TNC  strategies  in  high-income  countries 

In  their  operations  in  high-income  countries,  TNCs  have  also  tended  towards  strategies  to  reduce 
the  costs  of  their  output  through  international  access  to  low-cost  inputs,  raw  materials,  components  and 
final  products.  Transnational  corporations  also  undertake  mergers  and  acquisitions  to  gain  economies  of 
scale  and  market  share,  and  fomi  strategic  alliances  with  other  TNCs  to  develop  and  access  cost-saving 
production  technology  and  new  revenue-enhancing  product  technologies.  Government  deregulation  in 
many  high-income  countries  has  also  provided  new  opportunities  for  TNCs,  especially  those  in  service 
industries,  to  enter  markets  and  to  engage  in  activities  that  were  previously  closed  to  them. 

2.  TNC  strategies  in  developing  countries 

The  strategies  of  TNCs  in  developing  countries  have  tended  to  be  somewhat  different.  With  some 
exceptions  (particularly  among  the  Asian  newly  industrializing  countries),  their  perceptions  of  the 
increased  risk  of  investment  and  operations  (and  of  eventually  repatriating  profits  and  capital)  have 
caused  them  to  seek  out  a  variety  of  cooperative,  non-equity  arrangements  which  limit  their  capital 
exposure  to  minority  interests.  For  example,  government  restrictions  on  equity,  performance  require¬ 
ments  (such  as  mandated  exports,  maximum  imports,  local  hiring  regulations),  and  perceived  political 
risk  may  determine  whether  TNCs  invest  in  minority,  50-50 joint  venture  or  majority  ownership  projects. 

Transnational  corporations  have  become  more  willing  to  form  joint  ventures  with  domestic  partners 
in  order  to  access  their  expertise  in  government  relations,  local  maiket  conditions,  and  labour-force 
management.  Indeed,  the  TNC’s  technological  advantages,  marketing  skills,  and  management  expertise 
are  often  not  sufficiently  great  relative  to  other  TN Cs  and  domestic  firms  to  give  them  a  clear  competitive 
edge.  Ironically,  this  trend  has  emerged  just  at  the  time  when  host  developing  countries  have  been  relaxing 
their  restrictions  on  majority  and  sole  ownership  by  TNCs.  Just  as  ironically,  these  relaxed  restrictions 
may  have  induced  TNCs  to  form  joint  ventures.  When  there  has  been  no  pressure  to  form  a  joint  venture 
or  to  increase  domestic  ownership,  TNCs  have  perceived  this  as  an  indication  of  a  positive  attitude  by 
host  Governments.  In  addition,  if  the  joint  venture  does  not  work  well,  TNCs  are  under  no  restraints  not 
to  dissolve  it. 


E.  Effects  of  TNC  operations  in  developing  countries 

Transnational  corporations’  operations  can  affect  the  economic,  social,  and  political  development 
of  host  countries  in  complex  ways  and  on  many  dimensions  of  concern  to  host  Governments.  Even  though 
this  section  is  only  an  introduction  to  the  subject,  it  is  by  far  the  longest  section  in  this  book.  Its  length 
is  due  to  four  factors: 

•  The  wide  range  of  variables — employment,  trade,  balance  of  payments,  industrial  structure, 
social  and  political  mobility,  and  so  on — that  can  be  affected  by  TNC  operations; 

•  The  complexity  of  these  effects; 
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•  The  controversy  over  assessing  the  magnitude  and  direction  of  the  effects;  and 

•  The  controversy  over  the  evaluation  of  the  effects. 

Yet,  unless  the  host  Government  has  some  understanding  of  these  potential  effects,  it  cannot  make 
informed  decisions  on  appropriate  policies  toward  TNCs  or  design  an  incentives  system  to  reduce  the 
costs  and  increase  the  benefits  of  TNCs’  operations. 

A  host  country’s  evaluation  of  the  net  benefits  and  costs  ofTNC  operations  depends  on  the  criteria 
it  uses  to  appraise  thes e  effects  and  the  weighing  system  it  uses  to  aggregate  the  various  costs  and  benefits. 
Both  the  criteria  for  evaluation  and  the  relative  weighing  system  used  are  country-  specific  and  depend 
on  the  value  system  of  individual  host  countries.  For  example,  the  Government  of  one  country  with  low 
unemployment  levels  (e.g.,  Singapore)  may  not  be  concerned  about  the  effects  ofTNC  operations  on 
employment,  but  may  be  vitally  concerned  over  the  effects  on  technology  transfer  and  linkages  to  the 
domestic  economy.  For  another  country,  where  employment  opportunities  are  limited  (as  in  most 
developing  countries),  the  reverse  may  be  the  case.  One  country  may  value  the  effects  of  TNCs  as  social 
change  agents,  another  may  view  these  effects  as  costs.  Hence,  no  overall,  general  evaluation  of  the  net 
benefits  and  costs  ofTNC  operations  on  developing  countries  is  possible. 

1.  Effects  on  economic  development 

(a)  Industrial  structure  and  performance 

Studies  in  both  high-income  countries  and  developing  countries  have  generally  concluded  that  TNC 
investment  to  serve  the  domestic  market  has  been  in  concentrated,  tariff-protected  industries.  It  is 
uncertain,  however,  if  TNC  investment  has  been  the  cause  of  industrial  concentration  or  the  effect  of  it. 
In  most  modem  manufacturing  sectors,  investment  by  TNCs  has  led  to  the  exit  of  small  and  medium-sized 
domestically  owned  firms.  This  is  largely  due  to  the  displacement  of  less  efficient  producers  by  more 
efficient  ones  and  would  be  the  result  of  investment  by  large,  efficient,  domestically  owned  firms  as  well. 
Other  evidence,  however,  suggests  that  domestically  owned  firms  can  operate  in  industries  populated  by 
TNCs  by  following  different  product  strategies  and  that  small,  developing  country-based  TNCs  can  also 
compete  with  TNCs  based  in  high-income  countries  in  some  industries. 

Transnational  corporations  can  also  enter  host  countries  by  buying  out  firms  owned  by  domestic 
entrepreneurs.  This  may  lead  to  a  reduction  in  the  pool  of  entrepreneurial  talent  in  developing  countries, 
as  former  entrepreneurs  become  managers  in  the  subsidiaries  of  TNCs. 

According  to  several  studies,  TNCs  have  had  a  positive  effect  on  resource  allocation  where  there 
are  no  artificial  constraints  on  trade  or  investment  and  where  the  economic  climate  was  favourable  to 
private  sector  endeavours  (both  national  and  foreign  owned).  However,  at  the  same  time  TNCs  have  had 
a  significant  and  unforeseen  impact  on  the  domestic  economy.  This  may  be  perceived  by  some 
Governments  as  an  element  of  uncertainty  and  lack  of  control  over  the  economy. 

(b)  Employment ,  wages  and  human  capital  development 

The  complex  effects  of  TNCs  on  employment,  wages  and  worker  training  provide  a  rationale  for 
government  screening  of  TNC  investment  projects  and  for  regulations  on  the  employment  of  foreign 
personnel  by  TNCs  and  worker  training  programmes. 
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One  of  the  overriding  concerns  of  Governments  in  developing  countries  is  to  foster  employment 
opportunities.  Estimates  are  that  TNCs  directly  employ  about  seven  million  people  in  developing 
countries — a  small  number  when  compared  to  the  total  employment  needs  of  those  countries.  4  Even  if 
the  employment  effects  of  joint  ventures,  technology  transfer  and  subcontracting  by  TNCs  are  added  to 
this  total,  it  becomes  obvious  that  TNCs  have  had  and  will  continue  to  have  only  a  minor  role  in 
employment  creation  in  developing  countries  as  a  whole.  None  the  less,  TNCs  have  played  an  important 
role  in  employment  creation  in  some  developing  countries,  such  as  Fiji,  Kenya,  Paraguay,  Malaysia  and, 
more  recently,  Thailand.  Transnational  corporations’  share  of  manufacturing  employment  is  particularly 
high  in  such  countries  as  Singapore  (58  per  cent)  and  Senegal  (68  per  cent).  There  is  evidence  that  in 
highly  export-oriented  investments  or  in  high-technology  projects,  the  employment  effect  of  TNCs  is  not 
significant,  except  for  some  export  processing  zones.  For  example,  in  the  Dominican  Republic,  employ¬ 
ment  in  export  processing  zones,  where  most  investment  comes  from  foreign  companies,  has  topped 
130,000. 

An  evaluation  of  the  employment  effects  of  TNC  operations  runs  into  the  problem  of  assessing 
what  would  have  happened  if  they  had  not  invested.  If  much  of  the  unemployment  in  a  developing  country 
is  structural  and  there  would  have  been  no  other  sources  of  investment,  then  investment  by  TNCs 
increases  employment.  On  the  other  hand,  if  TNC  investment  replaces  domestic  investment,  then  the 
employment  effect  is  negative  since  TNCs  tend  to  use  more  capital  intensive  technology  than  do 
domestically  owned  firms. 

Transnational  corporations’  operations  can  also  have  indirect  employment  effects,  through  back¬ 
ward  and  forward  linkages  into  other  industries,  and  through  their  positive  or  negative  effects  on 
employment  in  competing  firms. 

There  is  considerable  evidence  that  TNCs  pay  higher  wages  than  do  domestically  owned  firms. 
These  higher  wages  may  be  explained  by  several  sectors: 

•  TNCs  may  employ  higher-skilled  workers; 

•  Workers  may  have  greater  bargaining  power  over  TNCs  in  wage  negotiations  than  they  have 
with  domestically  owned  firms; 

•  TNCs  may  feel  compelled  to  adhere  more  closely  to  government  wage  laws; 

•  In  some  developing  countries,  TNCs  may  be  able  to  pay  higher  wages  than  domestically  owned 
firms  to  attract  workers  and  to  reduce  turnover, 

•  In  some  developing  countries,  TNCs  may  be  able  to  pay  higher  wages,  particularly  given  wages 
paid  to  expatriate  personnel. 

Some  of  these  factors  represent  transfers  to  the  workers  in  host  countries,  others  represent  paying 
for  their  opportunity  costs  of  employment.  However,  there  is  some  evidence  that  TNCs  engage  in 
relatively  high  worker  training.  There  is  also  considerable  evidence  that,  over  time,  the  number  of 
domestic  workers  in  skilled,  technical  and  managerial  positions  increases. 


4  UNCTC,  Transnational  Corporations  andWorldDevelopment.Trends  andProspects  (United  Nations  publication. 

Sales  No.E.88.II.A.7). 
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(c)  Choice  of  technology 

During  the  1960s  and  1970s  extensive  research  was  conducted  on  the  choice  of  technology  by 
TNCs  operating  in  developing  countries.  This  research  focused  on  whether  TNCs  used  technology  that 
was  appropriate  to  the  factor  costs  of  developing  countries.  The  concern  was  that  if  TNCs  employed 
overly  capital-intensive  technologies,  labour  absorption  would  decrease.  The  thrust  of  this  research  was 
to  answer  the  following  questions: 

•  Could  technology  developed  in  high-income  countries  with  high  wages  and  relatively  lower 
capital  costs  be  adapted  to  the  factor  costs  of  developing  countries? 

•  If  there  were  scope  for  adaptation  by  substituting  labour  for  capital,  did  TNCs  adapt  their 
technologies  to  developing  country  conditions? 

•  Did  TNCs  adapt  their  technologies  more  or  less  than  domestic  firms? 

The  answer  to  the  first  question  would  seem  to  be  that  most  of  the  opportunities  for  adaptation 
come  from  down-sizing  plants  for  the  smaller  markets  in  developing  countries,  in  the  peripheral 
operations  of  plants  outside  the  core  production  processes,  and  through  the  use  of  second-hand  machinery . 

Studies  have  also  found  that  TNCs  have  made  some  adaptation  of  their  technologies  to  local  factor 
market  conditions.  Adaptation  was  hindered,  however,  by  the  costs  of  search  for  an  appropriate 
technology  and  the  risks  of  using  an  unfamiliar  technology.  Adaptation  was  also  fostered  if  market 
conditions  were  more  competitive  so  that  TNCs  had  to  use  low-cost  technologies  in  order  to  be  profitable. 

Finally,  there  were  contradictory  signals  regarding  the  technology  used  by  TNCs  in  host  developing 
countries.  The  general  consensus  was  that  TNCs  based  in  high-income  countries  adapted  their  technol¬ 
ogies  to  a  lesser  extent  than  did  domestic  firms,  but  that  TNCs  from  developing  countries  used  the  most 
labour  intensive  technologies.  While  investment  by  TNCs  was  valued  partly  because  of  the  technology 
they  could  transfer,  they  were  nevertheless  often  expected  to  adapt  their  technologies  to  conditions  in 
developing  host  country  markets.  At  the  same  time,  to  avoid  the  use  of  “obsolete”  technologies. 
Governments  of  developing  countries  often  restricted  imports  of  used  plant  and  equipment  whose  scale, 
capital  cost  and  factor  proportions  would  have  been  more  appropriate  for  conditions  in  low  wage 
countries. 

In  any  event,  this  debate  has  subsided  since  the  1980s.  In  general,  Governments  now  focus  on  the 
amount  of  technology  transfer,  the  costs  of  technology  transfer  and  royalty  payments,  and  the  coverage 
of  clauses  in  technology  transfer  agreements  that  might  limit  the  duration  of  its  use,  the  markets  for  the 
products  produced  with  it,  and  its  combination  with  other  technologies  in  the  future. 

(d)  Linkages  to  the  international  economy 

One  of  the  major  effects  of  TNC  operations  on  host  countries  is  in  linking  the  host  country  to  the 
international  economy.  In  general,  TNCs  can  serve  as  effective  links  between  national  economies  and 
the  international  markets.  These  linkages  are  a  positive  sum  game  in  most  situations.  They  are  established 
through  foreign  investment,  trade,  and  transfer  of  technology  operations. 

There  are  costs  arising  from  increased  linkages  to  the  international  economy,  however.  Host 
countries  can  be  exposed  to  the  vagaries  of  the  international  economy,  such  as  changing  exchange  rates 
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and  prices,  tariff  and  non-tariff  barriers  to  trade,  and  the  effects  of  TNCs  shifting  production  from  one 
country  to  another  in  pursuit  of  higher  profits. 

These  costs  must  be  measured  against  the  host  country’s  objectives  and  values.  Undoubtedly,  TNCs 
affect  the  international  allocation  of  economic  activity,  and  thus  may  contribute  to  national  economic 
activity.  Transnational  corporations’  operations  also  contribute  to  more  efficient,  lower-cost  production, 
which  ultimately  benefits  consumers  and  the  competitive  position  of  a  country  in  international  markets. 

One  of  the  determinants  of  a  host  country’s  basic  policies  towards  TNCs  is  its  trade-off  between 
the  gains  of  increased  interaction  with  TNCs  and  the  costs  of  the  increased  risks  such  interactions  bring 
through  closer  integration  with  the  international  economy.  The  goal  of  a  host  country’s  incentives  system 
should  be  (a)  to  maximize  the  share  of  those  gains  that  accrues  to  the  host  country,  and  (b)  to  reduce  its 
exposure  to  the  risks  associated  with  closer  interaction  with  TNCs.  This  goal  may  not  be  very  useful 
when  deciding  on  a  policy  and  incentives  system  directed  toward  TNCs.  A  more  useful  goal  is  to 
maximize  the  contribution  of  TNC  operations  toward  achieving  the  country’s  development  goals. 

(e)  Linkages  to  the  domestic  economy 

The  linkages  of  TNCs  via  input-output  relationships  to  the  host  country  economy  can  be  an 
important  means  of  transmission  of  technology,  employment  effects  and  effects  on  the  balance  of  trade. 
The  major  issue  is  whether  investment  and  operations  by  TNCs  do  enhance  or  reduce  opportunities  for 
the  development  of  firms  (either  foreign  or  domestically  owned)  in  upstream  and  downstream  industries. 
Again  the  answer  to  this  question  revolves  around  the  question,  relative  to  what  alternative?  For  example, 
if  foreign-owned  automobile  assembly  operations  are  found  to  have  few  links  with  the  domestic  economy 
through  sourcing  of  components,  and  the  firms  prefer  to  import  components  in  completely  knocked-down 
form  from  their  parents  abroad,  the  question  is,  if  these  foreign  firms  had  not  invested,  would  domestically 
owned  firms  have  entered  the  automobile  industry?  And,  if  so,  would  they  have  sourced  more  of  their 
components  from  domestic  suppliers? 

Evidence  suggests  that  TNCs  source  fewer  inputs  domestically  than  do  comparable  domestically 
owned  firms.  Over  time,  as  the  subsidiary  matures,  domestic  sourcing  increases  proportionately.  TNCs 
oriented  towards  the  export  market  tend  to  import  more  than  do  TNCs  oriented  toward  the  domestic 
market  Hence,  in  the  current  drive  by  Governments  of  many  developing  countries  to  attract  export-ori¬ 
ented  investment  by  TNCs,  care  should  be  taken  to  distinguish  its  effect  on  gross  exports  from  its  effect 
on  net  exports  (exports  minus  imports). 

Governments  in  developing  countries  have  attempted  to  influence  TNCs  to  source  more  production 
domestically,  and  to  reduce  their  imports  of  raw  materials  and  intermediate  products  through  a  wide 
variety  of  regulations  and  promotional  measures  (this  is  described  in  more  detail  in  the  next  section). 
This  is  one  means  by  which  Governments  in  developing  countries  may  be  able  to  appropriate  some  of 
the  rents  earned  by  TNCs.  In  general,  TNCs  have  had  great  difficulty  in  expanding  the  scope  of  their 
domestic  sourcing.  They  claim  that  their  technology  and  quality  requirements  for  inputs  are  often  beyond 
the  competence  of  domestic  suppliers  compared  to  imports.  Even  when  the  requirements  can  be  met,  the 
scale  of  operations  of  domestic  suppliers  places  them  at  a  cost  disadvantage,  or  their  monopoly  positions 
in  the  domestic  market  and  the  tariff  protection  they  receive  lead  them  to  charge  high  prices.  Govern¬ 
ments,  on  the  other  hand,  often  believe  that  TNCs  withhold  their  core  technologies  both  from  their 
subsidiaries  in  developing  countries  and  from  domestically  owned  suppliers  so  as  to  restrict  competition, 
prevent  technology  leakages,  and  facilitate  transfer  price  manipulation  on  imported  components.  TNCs 
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claim  that  conditions  in  the  domestic  markets  of  developing  countries  (and  their  own  requirements  for 
the  quality  and  technological  sophistication  of  inputs)  have  prevented  them  from  forming  backward 
linkages,  while  host  country  Governments  claim  that  TNCs  consciously  have  withheld  technology  for 
competitive  and  strategic  reasons. 

There  is  some  evidence  to  support  both  sides  of  this  debate.  The  devaluation  of  the  real  exchange 
rates  of  many  developing  countries  in  the  late  1980s  relative  to  the  currencies  of  European  countries  and 
Japan  (and,  to  a  lesser  extent,  the  United  States)  led  to  a  change  in  the  production  and  sourcing  patterns 
of  many  TNCs.  Most  notably,  domestic  value-added  has  increased  dramatically  in  many  upper  middle- 
income  developing  countries,  while  at  the  same  time  there  has  been  increased  exports  of  components  by 
TNC  subsidiaries  in  those  countries  to  both  lower-income  developing  countries  and  to  high  income 
markets  (e.g.  Singapore).  This  development  would  seem  to  support  the  contention  by  TNCs  that  costs 
and  country  specific  capabilities  have  been  the  major  impediment  to  domestic  sourcing. 

In  evaluating  the  effects  of  TNC  operations  on  backward  and  forward  linkages  in  the  domestic 
economy,  distinction  must  be  made  between  the  contribution  of  TNC  operations  towards  the  country’s 
economic  development  goals  and  their  contribution  towards  maximizing  domestic  value  added.  Inducing 
TNCs  to  maximize  domestic  value  added  through  backward  and  forward  linkages  into  the  economy  may 
not  lead  to  maximizing  their  contribution  to  economic  development. 

(f)  Balance  of  payments  and  capital  formation 

At  one  time,  the  focus  of  the  effects  of  TNCs  on  host  developing  countries  and,  indeed,  on  their 
home  countries,  was  largely  centred  on  the  effects  of  their  investments  and  operations  on  the  balance  of 
payments  and  capital  formation.  Evidence  suggests  that  FDI  by  TNCs  has  a  small  positive  effect  on  the 
balance  of  payments  and  capital  formation  at  the  time  of  the  investment.  But,  over  time,  this  capital  is 
paid  for  by  outflows  of  dividends,  retained  earnings  and  capital  repatriation.  Based  on  this  evidence, 
Governments  in  many  developing  countries  have  taken  measures  to  regulate  both  capital  inflows  and 
outflows,  and  borrowing  by  TNCs  in  their  domestic  markets. 

Governments  have  also  feared  that  the  capital  provided  by  TNCs  under  certain  conditions  could 
and  would  be  withdrawn  if  the  conditions  changed.  TNCs’  control  over  their  capital  was  seen  as,  at  least 
potentially,  giving  them  some  measure  of  control  over  government  policy.  One  of  the  motivations  for 
developing  countries  to  increase  their  borrowing  from  international  banks  and  multilateral  funding 
organizations  was  the  potential  power  that  TNCs  were  perceived  to  have  over  their  policies  and  their 
economies  based  on  the  TNCs’  control  of  investment  capital. 

The  debt  crisis  in  many  developing  countries  led  to  a  change  in  their  perceptions  of  the  relative 
trade-offs  between  external  debt  and  foreign  equity  capital.  Developing  countries  found  that  international 
banks  and  multilateral  financial  institutions  could  join  together  to  impose  policy  measures  on  developing 
countries.  They  also  found  that  international  borrowing  could  dry  up  when  economic  conditions 
changed — as  was  the  case  after  the  mid-1980s.  With  only  limited  resources  available  to  foster  develop¬ 
ment,  the  trend  among  developing  countries  is  to  open  up  once  again  to  TNCs. 

The  basic  attitudes  and  policies  of  host  developing  countries  have  become  more  favourable  both 
from  necessity  and  from  a  different  perception  of  the  net  benefits  that  TNC  operations  can  potentially 
bring  to  their  economies.  Importantly,  there  has  been  a  growing  realization  by  Governments  in  developing 
countries  that  capital  is  not  the  only  asset  that  TNCs  bring  to  an  economy.  Technology,  access  to  export 
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Box  2:  Kenya’s  balance  of  payments 

in  the  1980s,  Kenya  became  a  net  exporter  of  capital.  A  close  examination  of  the  balance-of- 
payments  accounts  affected  by  operations  directly  related  to  foreign  direct  investment  showed  the 
following:  Explicit  overseas  income  payments  which  are  attributable  to  business  activities  were  in 
the  range  of  $1 00-1 50  million  annually.  These  covered  payments  for  invisibles  --dividends,  interest 
on  foreign  debt,  royalties  and  other  fees,  and  excluded  payments  for  imported  goods.  These 
payments  were  about  four  times  larger  than  the  annual  foreign  exchange  inflows  of  new  equity 
capital  (i.e.,  foreign  direct  investment),  excluding  reinvested  profits  and  new  private  long-term  loans 
to  Kenyan  enterprises.  On  the  capital  account  of  the  balance  of  payments  (i.e.,  foreign  direct 
investment  and  private  long-term  loans)  the  outflows  were  about  three  times  larger  than  the  inflows 
during  most  of  the  1980s. 

The  Central  Bank  had  been  monitoring  outflows  of  licensing  and  management  fees  to  foreign 
partners  and  managers.  It  found  that  roughly  85  per  cent  of  the  outflows  were  made  up  of  dividends 
on  foreign  equity  holdings  and  interest  payments  on  private  business  loans— two  categories  of 
payment  over  which  the  Central  Bank  had  virtually  no  control  because  there  were  no  officially  set 
limits  on  those  payments.  Rather,  they  were  defined  primarily  by  the  managerial  efficiency  of  joint 
ventures  with  foreign  equity  ownership.  So,  in  effect,  the  Governments  had  control  over  only 
15  per  cent  of  annual  foreign  exchange  remittances  related  to  foreign  investment. 

Of  dividend  payments,  about  65  per  cent  were  attributable  to  joint  ventures  in  the  food, 
beverage  and  tobacco,  and  chemicals  and  petrochemicals  sectors.  This  is  not  to  say  that  other 
sectors  did  not  produce  a  return  on  investment  (or  dividends)  for  the  shareholders.  Rather,  they 
were  more  likely  to  remit  foreign  exchange  through  transfer  pricing  and  affiliate  transactions. 

To  stem  foreign  exchange  outflows,  the  Government  could  have  introduced  controls  over 
remittances  of  dividends  on  foreign  equity  holdings  and  interest  payments  on  private  business  loans. 
While  this  approach  would  have  stemmed  foreign  exchange  outflows,  it  could  have  also  affected 
the  growth  and  productivity  of  key  sectors  in  which  joint  ventures  with  foreign  participation  played 
a  major  role. 

Instead,  the  Government  saw  the  need  for  a  more  comprehensive  monitoring  system  for 
capital  inflows  and  outflows.  External  payments  of  dividends  and  interest  would  be  closely  moni¬ 
tored,  on  a  general  as  well  as  a  sectoral  basis.  This  would  provide  policy-  makers  with  in-depth 
information  to  evaluate  sectoral  activities  in  Kenya.  The  monitoring  system  was  also  needed  to 
generate  information  for  understanding  and  evaluating  transfer  pricing  practices.  Only  then  would 
officials  possess  the  necessary  information  and  analysis  to  set  appropriate  policy  guidelines— i.e., 
ones  that  would  balance  out  the  needs  for  foreign  capital,  the  foreign  exchange  remittances,  and 
the  impact  of  such  operations  on  growth  and  development  of  key  industries. 


markets,  access  to  imports,  and  management  have  come  to  be  seen  as  of  equal,  if  not  greater,  importance. 
Hence,  even  if  the  capital  contribution  of  TNCs  was  seen  to  be  small,  or  even  negative  over  time,  their 
contributions  on  other  dimensions  have  come  to  be  increasingly  valued.  As  the  founder  of  the  Board  of 
Investment  in  one  developing  country  remarked,  “Twenty  years  ago  we  saw  TNCs  as  sources  of  large 
amounts  of  capital,  capital  that  was  not  available  from  domestic  sources.  We  were  wrong.  Their  value 
to  us  lies  in  other  areas.  That  is  why  we  are  now  trying  to  attract  them  rather  than  to  regulate  them.” 
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(g)  Access  to  export  markets 

Accelerating  the  growth  of  exports  has  become  a  priority  for  the  Governments  of  many,  if  not  most, 
developing  countries.  This  drive  for  export  promotion  was  triggered  by  four  factors: 

•  The  dev elopment  experienced  by  countries  that  followed  an  export-oriented  growth  policy  has 
been  generally  favourable; 

•  The  debt  crisis  for  developing  countries  has  led  to  pressures  to  increase  exports  to  finance 
imports  and  to  carry  interest  payments  on  external  debt; 

•  Multilateral  financial  institutions  have  suggested  (and  in  some  cases  mandated)  export  expan¬ 
sion  as  part  of  their  “restructuring”  programmes;  and 

•  Exports  may  be  the  only  way  many  developing  countries  can  gain  some  measure  of  growth  in 
the  face  of  stagnant  domestic  demand. 

There  is  some  question  as  to  whether  the  economic  conditions  that  allowed  export-oriented 
countries  to  achieve  high  levels  of  export  growth  and  economic  development  through  the  mid-  1980s  will 
yield  similar  benefits  for  other  countries  in  the  1990s.  The  analogy  that,  if  it  worked  for  some  countries 
then  it  should  work  for  others,  may  not  hold.  The  country  characteristics  that  foster  export  success  may 
not  be  evenly  distributed  among  countries.  And  if  developing  countries  as  a  group  try  to  expand  their 
exports  at  a  significantly  faster  rate  than  their  imports,  restrictive  import  measures  in  countries  to  which 
they  are  trying  to  export  may  follow.  Indeed,  when  only  relatively  few  developing  countries  were 
following  a  strategy  of  export-led  growth,  their  exports  caused  severe  market  disruption  in  many 
high-income  countries  and  precipitated  retaliatory  measures.  From  1975  to  1987,  the  percentage  of  United 
States  imports  under  some  form  of  “special  protection”  rose  from  8  per  cent  to  24  per  cent  (from  $8  billion 
to  $95  billion) .  As  more  developing  countries  launch  export  drives ,  protectionism ,  of  one  form  of  another, 
at  national  or  regional  levels,  will  probably  rise. 

Despite  current  and  future  difficulties  in  their  export  markets,  the  need  for  developing  countries  to 
expand  their  exports  remains.  One  way  to  do  so  is  through  TNCs.  TNCs  can  bring  the  necessary 
technology  to  produce  products  of  export  quality,  the  skills  and  attitudes  to  ensure  the  delivery,  quality 
and  dependability  necessary  for  export  marketing,  and  knowledge  of  and  access  to  export  markets.  In 
the  early  1980s,  between  20  per  cent  and  40  per  cent  of  all  the  imports  of  high-income  countries  were 
through  the  intra-fiim  transfers  of  TNCs.  When  the  arm’s-length  exports  of  TNC  affiliates  are  added, 
this  percentage  increases  significantly.  If  developing  countries  are  ever  to  move  from  being  commodity 
exporters  to  producers  of  manufactured  products  and  services,  they  will  have  to  access  TNC  technology, 
expertise  and  global  marketing  and  distribution  networks. 

Exports  for  exports’  sake  should  not  be  the  objective  for  developing  countries.  The  objective  should 
be  efficiently  produced  value-addedfor  export  production.  Given  their  needs  for  export  expansion,  some 
developing  countries  seem  to  have  forgotten  this  principle  as  they  promote  exports  and  export-oriented 
investment  (by  TNCs  and  domestically  owned  firms)  at  any  cost. 

There  is  some  evidence  that  TNCs  respond  to  promotional  schemes  in  their  investment  decisions 
in  export-oriented  operations.  The  costs  of  these  schemes  to  the  countries  providing  them,  however,  must 
be  weighed  against  the  benefits  of  the  resulting  exports.  There  is  a  real  possibility  that,  spurred  on  by 
their  need  to  expand  exports,  developing  countries  as  a  group  have  entered  into  a  negative  sum  game 
(from  their  perspective)  in  competing  with  each  other  over  who  can  give  the  most  attractive  promotional 
privileges  to  export-oriented  TNCs.  Given  a  relatively  inelastic  demand  for  the  exports  of  developing 
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countries  and  a  relatively  inelastic  supply  of  capital  for  investment  in  export-oriented  projects,  the  end 
result  of  these  promotional  schemes  may  be  to  shift  such  investment  among  developing  countries,  and 
to  shift  increasing  portions  of  the  surplus  arising  from  this  export  expansion  from  host  countries  to  the 
investing  TNCs. 

(h)  Research  and  development  in  host  countries 

Most  host  countries,  developing  countries  among  them,  would  like  to  see  TNCs  undertake  research 
and  development  (R  and  D)  activities  within  their  countries.  But  TNCs  have  been  reluctant  to  undertake 
significant  R  and  D  outside  their  home  countries  because  there  are  economies  of  scale  and  proximity  in 
R  and  D.  TNCs  are  also  concerned  that  if  they  decentralize  R  and  D  to  their  subsidiaries  abroad,  there 
will  be  leakages  over  which  they  have  no  control.  In  1982,  United  States-based  TNCs  conducted 
9 1  per  cent  of  their  R  and  D  in  the  United  States,  8  per  cent  in  majority-owned  subsidiaries  in  high-income 
countries,  and  less  than  1  per  cent  in  their  subsidiaries  in  developing  countries.  None  the  less,  TNCs  have 
done  considerable  research  in  tropical  agriculture  for  herbicides,  pesticides,  fertilizers,  and  new  strains 
of  plants. 

The  question  is  asked  why  developing  countries  should  try  to  promote  domestic  R  and  D  activities 
by  TNCs  at  all,  except  to  the  extent  that  domestic  technical  capabilities  can  make  technology  transfer 
more  efficient.  There  is  evidence  that  technology  transfer  by  TNCs  to  host  countries  (including 
high-income  countries)  has  resulted  in  lower  costs  and  faster  access  to  new  technology  than  if  the  basic 
R  and  D  had  been  conducted  elsewhere. 

Transnational  corporations  may  establish  R  and  D  facilities  in  developing  countries  to  adapt  their 
products  and  production  processes  to  local  market  conditions.  In  the  case  of  some  developing  countries, 
especially  the  newly  industrializing  countries,  TNCs  have  undertaken  R  and  D  activities  due  to  the 
availability  of  research  scientists  with  the  requisite  skills  and  relatively  low  wage  demands.  For  the 
majority  of  developing  countries,  however,  R  and  D  activities  of  TNCs  may  be  of  minor  importance. 
Although  some  host  Governments  have  expectations  that  this  process  can  and  should  be  forced  or 
accelerated,  policies  based  on  such  perceptions  may  sometimes  be  inappropriate. 

2.  Social,  cultural  and  political  effects 


(a)  General  effects 

Transnational  corporations  may  have  significant  effects  on  the  social,  cultural  and  political 
processes  of  developing  countries.  It  is  difficult,  if  not  impossible,  to  construct  a  framework  for  analysing 
these  effects,  much  less  determining  their  direction,  magnitude  or  net  costs  or  benefits. 

Despite  these  problems,  several  generalizations  may  be  applicable  in  many  developing  countries. 
First,  TNCs  are  efficient  agents  for  the  introduction  of  economic  change,  and  arguably  development. 
Change  can  lead  to  disruption  of  social  systems  and  values,  traditional  cultures  and  political  unrest.  For 
countries,  societies,  and  Governments  which  value  social,  cultural  and  political  stability,  investment  by 
TNCs  may  have  negative  effects  on  these  dimensions. 

The  type  of  culture  that  accompanies  TNC  investment  is  an  entrepreneurial,  materialistic  one 
compared  to  the  generally  static,  less  materialistic  cultures  of  many  developing  countries.  The  ability  of 
TNCs  to  deliver  material  goods,  to  pay  higher  wages  for  goods,  and  to  promote  the  advantages  of 
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producing  and  purchasing  those  goods  explicitly  (through  advertising,  media,  films,  etc.)  and  implicitly 
(through  demonstration  effects),  can  affect  the  culture  and  the  society  in  which  they  operate. 

With  the  obvious  exception  of  extractive  industries,  TNCs  often  locate  their  operations  in  or  near 
urban  areas.  The  employment  opportunities  they  create  are  in  those  areas.  Their  employees,  however, 
are  often  attracted  from  rural  communities.  The  social  and  cultural  impact  of  the  transition  from  rural 
communalism  to  urban  isolation  and  loss  of  social  community  can  be  severe.  TNCs  also  often  attract  the 
more  entrepreneurial  and  risk-taking  members  of  rural  communities.  These  communities  are  then 
deprived  of  their  “best  and  brightest”  individuals  who  might  have  led  a  more  traditional,  rural-based 
development  effort.  Furthermore,  TNCs  may  contribute  to  the  bottlenecks  often  generated  by  migration, 
in  the  provision  of  basic  infrastructure  services,  such  as  water,  housing  and  electricity. 

(b)  Specific  effects 

Transnational  corporations’  operations  may  affect  the  income  distribution  in  host  developing 
countries.  They  may  form  alliances  with  domestic  entrepreneurs  and  hence  solidify  their  position. 
However,  the  change  and  dynamism  that  TNCs  can  inject  into  an  economy  may  reduce  the  economic 
power  of  the  traditional  economic,  social,  and  political  elites.  Investment  and  operations  by  TNCs  can 
also  create  relatively  well  paid  production  and  managerial  positions,  and  they  may  serve  to  expand  the 
size  and  the  opportunities  of  the  middle  and  the  lower  middle  classes. 

Changed  income  distribution,  when  combined  with  the  upper-income  products  that  TNCs  typically 
produce  and  their  ability  to  change  consumer  preferences  through  advertising,  may  impact  on  consump¬ 
tion  patterns.  Even  if  TNCs  have  no  direct  impact  on  income  distribution,  much  of  the  consumption 
benefits  of  their  production  may  be  realized  by  upper  income  groups.  Yet  in  many  developing  countries, 
as  a  consequence  of  TNC  operations,  domestically  owned  firms  have  entered  the  market  with  similar 
products  tailored  to  other  income  groups. 

Transnational  corporations  in  media  and  cultural  services  may  also  affect  the  social  and  cultural 
systems  in  developing  countries.  TNCs  can  afford  to  sell  their  programmes,  magazines,  films,  music, 
news  services,  and  books  at  prices  only  slightly  above  marginal  cost  by  practicing  international  price 
discrimination.  Domestically  owned  firms  cannot  compete  with  these  prices  even  if  they  have  the 
expertise  to  do  so.  Without  government  regulation  of  these  TNCs,  or  government  funding  for  domestic 
media  and  cultural  services,  TNCs  could  come  to  dominate  domestic  media  and  cultural  services. 

In  the  past,  TNCs  have  been  charged  with  direct  intervention  in  the  political  system  of  developing 
countries.  This  would  seem  to  be  largely  a  thing  of  the  past.  As  described  above,  however,  as  agents  of 
change  and  possibly  of  disruption,  TNCs  may  have  more  indirect,  but  equally  strong  effects  on  the 
political  system. 

Transnational  corporations  have  also  been  known  to  transfer  to  developing  countries  production 
processes  that  were  banned  as  unsafe  or  unhealthy  in  their  home  countries.  They  have  also  continued  to 
sell  products  in  developing  countries  that  had  been  banned  as  unsafe,  hazardous  or  unhealthy  in 
high-income  countries.  This  is  a  difficult  area  in  which  to  reach  definite  conclusions.  For  example,  in 
developing  countries,  the  trade-off  between  increased  output  of  food  arising  from  the  use  of  powerful 
herbicides  and  pesticides,  and  the  health  problems  these  chemicals  pose  for  workers  and  consumers,  may 
be  different  than  they  are  in  high-income  countries.  Similarly,  there  may  be  different  trade-offs  for 
developing  countries  between  the  costs  of  pollution  control  and  its  benefits.  TNCs  as  agents  of  modem 
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industry  and  as  possessors  of  powerful  (and  sometimes  hazardous)  production  and  product  technologies 
are  often  at  the  forefront  of  the  controversies  concerning  these  trade-offs  for  developing  countries. 

The  operations  of  TNCs  on  these  dimensions  should  be  regulated  by  host  Governments  so  that  they 
conform  to  the  trade-offs  in  the  country. 5  This  may  pose  problems,  however.  Technical  expertise  in  these 
areas  may  be  lacking  in  developing  countries  and  may  be  lodged  within  the  TNCs,  not  the  most  unbiased 
source  of  information.  There  is  also  often  difficulty  in  allocating  responsibility  for  damage,  much  less 
apportioning  costs  among  the  parties.  Even  if  this  can  be  done,  depending  on  the  ownership  and  asset 
structure  of  the  TNC’s  subsidiary,  it  may  be  difficult  to  collect  whatever  damages  are  assessed,  since 
TNCs  may  have  the  option  of  withdrawing  from  a  country  when  faced  with  such  a  liability. 

Although  working  conditions  and  health,  safety,  and  environmental  standards  for  TNCs  in  devel¬ 
oping  countries  may  be  below  those  in  their  home  countries,  they  usually  tend  to  be  above  those  of 
domestically  owned  firms.  TNCs  are  high-profile  operations.  As  such  they  may  be  held  up  for  special 
scrutiny  and  may  be  targets  for  legal  or  political  action  for  a  variety  of  reasons.  They  tend  to  profile  their 
operations  accordingly. 


F.  Conclusions 

Transnational  corporations’  operations  may  have  positive  and  negative  effects  on  the  economic, 
social  and  political  development  goads  of  host  countries.  When  host  country  Governments  formulate  their 
basic  policy  toward  TNCs  and  their  incentives  systems  to  implement  this  policy,  the  effects  must  be 
carefully  considered  so  that  they  are  designed  to  maximize  the  net  benefits  of  TNC  operations  towards 
achieving  development  goals.  The  next  chapter  examines  the  policy  system  for  TNCs. 


5  See,  for  example.  United  Nations,  Consolidated  List  of  Products  Whose  Consumption  and! or  Sales  have  been 
Banned ,  Withdrawn ,  Severely  Restricted  or  Not  Approved  by  Governments  (United  Nations  publication.  Sales  No.  E.91.W.4). 
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A.  Introduction 

A  major  factor  in  shaping  the  relationship  of  a  host  developing  country  (HDC)  with  transnational 
corporations  (TNCs)  is  its  overall  policy  system  and,  in  particular,  its  policies  towards  TNCs.  Sections  (B) 
and  (C)  of  this  chapter  set  out  a  general  ffameworic  for  analysing  the  process  of  public  policy  formulation, 
the  hierarchy  of  goals  and  the  administrative  organizations  responsible  for  achieving  those  goals.  By 
design,  they  are  quite  theoretical,  abstract  and  simplified.  They  are  necessary,  however,  for  understanding 
the  role  of  policy  toward  TNCs  in  the  context  of  overall  public  policy. 


B.  A  framework  for  policy  analysis 


A  country’s  policy  toward  TNCs  is  best  viewed  as  part  of  its  overall  development  policy  system. 
This  overall  policy  system  must  in  turn  be  responsive  to  conditions  in  the  country,  the  values,  aspirations 
and  goals  of  its  people  (as  reflected  in,  and  modified  by,  its  Government),  and  conditions  in  the 
international  economy— international  trade,  international  finance  and  foreign  direct  investment  (FDI) 
and  technology  transfer  by  TNCs. 

A  simple  model  of  government  policy  formulation  is  presented  in  figure  2.  The  core  of  the  national 
policy  ffameworic  includes  four  basic  components: 

•  A  set  of  concrete,  if  general,  goals; 

•  The  policies  to  reach  those  goals; 

•  The  incentives  system  (including  promotion  and  regulatory  measures)  to  operationalize  the 
goals;  and 

•  The  administrative  system  (including  administrative  structures  and  procedures,  and  the  values, 
rewards  and  abilities  of  administrative  personnel)  to  operationalize  the  incentives  system. 
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Figure  2:  National  Policy  Framework 
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To  translate  a  country’s  development  goals  into  performance  requires  a  complex,  interactive  and 
ever-changing  adjustment  process  between  these  components. 

Every  country  has  both  formal  and  informal  goals.  These  goals  are  a  product  of  two  major  factors: 

•  The  shared  political,  economic,  and  social  values  of  the  total  population,  as  modified  and 
expressed  by  the  Government;  and 

•  The  political,  social,  and  economic  conditions  in  the  country  and  worldwide. 

National  and  international  conditions  provide  constraints  and  opportunities  for  achieving  the 
development  goals.  As  these  factors  change,  goals  are  adjusted,  and  policies,  incentives  and  administra¬ 
tive  systems  re-evaluated  and  modified  accordingly. 

To  realize  these  goals,  they  must  be  defined  and  weighted  realistically.  Indeed,  developing  countries 
have  only  scarce  resources  to  allocate  among  programmes  to  achieve  some  of  their  goals.  Furthermore, 
one  goal  may  conflict  with  another.  For  example,  rapid  economic  growth  may  conflict  with  preserving 
the  current  social  and  cultural  system.  A  choice  may  have  to  be  made  as  to  whether  to  increase  funding 
for  education  and  cultural  development  or  for  the  development  of  the  economic  infrastructure.  There 
may  also  be  conflicts  between  achieving  the  goals  in  one  area.  Rapid  growth  may  only  be  achievable 
through  a  worsening  of  the  income  distribution  or  greater  exposure  to  economic  events  in  the  international 
economy  which  are  beyond  the  country’s  control.  Hence  in  order  to  increase  economic  growth,  a  country 
may  have  to  expose  itself  to  a  greater  degree  of  economic  uncertainty. 

In  addition  to  the  development  goals,  the  other  three  elements  which  make  up  the  core  of  the 
framework  (i.e.,  policies  to  reach  those  goals,  incentive  systems  to  implement  those  goals  and  the 
administrative  systems  to  operationalize  those  goals)  are  examined  throughout  the  rest  of  this  book. 

C.  The  goal  and  administrative  hierarchy  in  the  policy  system 

Government  policy  towards  foreign  investment,  technology  transfer  and  the  operations  of  TNCs 
are  but  one  component  of  a  country’s  overall  public  policy  system.  One  representation  of  such  a  system, 
albeit  a  very  simple  one,  is  presented  in  Figure  3.  The  ultimate  goal  is,  of  course,  development.  The 
second  level  is  made  of  the  over-arching  goals  of  economic,  social,  political  and  cultural  development. 
On  the  third  level  are  somewhat  more  narrowly  defined  goals  which,  if  achieved,  will  contribute  to 
achieving  the  goals  on  the  second  level.  Finally,  on  the  fourth  level  are  TNCs,  which,  along  with  other 
factors  (e.g.  national  companies)  have  an  impact  on  the  second  level.  The  reach  of  that  impact  is 
determined  by  the  host  country’s  location-specific  advantages  and  disadvantages,  the  TNC’s  ownership- 
specific  advantages  and  disadvantages,  and  international  conditions. 

For  example,  growth  of  the  gross  national  product  (GNP)  is  one  component  of  economic  develop¬ 
ment;  sustaining  or  accelerating  the  growth  rate  of  GNP  may  contribute  to  achieving  the  goal  of  economic 
development.  Exports  are  one  component  of  GNP,  and  hence  achieving  a  goal  of  accelerated  export 
growth,  a  level  3  goal,  might  contribute  to  the  goal  of  accelerating  GNP  growth.  Finally,  one  way  to 
accelerate  the  growth  rate  of  exports  might  be  through  attracting  export  oriented  TNC  investment  in 
export  processing  zones,  a  level  4  goal. 

A  country’s  goal  hierarchy  has  important  implications  for  the  design  and  management  of  a  policy 
system.  In  order  to  manage  such  a  system  of  hierarchical  goals,  appropriate  administrative  structures 
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Figure  3:  Hierarchy  of  National  Policy  Goals 
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are  needed  to  ensure  coordination.  The  actual  implementation  of  the  policies  and  the  incentives  systems 
to  carry  out  the  policies  must  be  at  the  operational  level — in  the  example  immediately  above,  it  is  in  level 
4.  At  this  level,  the  administrative  structure  has  been  fragmented  into  many  different  government 
institutions.  Yet,  often  for  any  one  institution  to  be  successful  in  achieving  a  level  4  goal,  conditions  must 
exist  over  which  it  has  no  control,  conditions  which  are  under  the  control  of  other  government  institutions. 

For  example,  it  would  seem  reasonable  to  locate  the  department  responsible  for  attracting  invest¬ 
ment  by  TNCs  to  export  processing  zones  (EPZs)  in  the  Ministry  of  Trade.  But  in  order  for  this  department 
to  achieve  its  goal,  it  may  require: 

•  An  appropriate  exchange  rate  (Central  Bank); 

•  Duty  remission  on  capital  equipment  and  inputs  (Ministry  of  Finance); 

•  Stable  labour  conditions  and  permission  for  employment  of  expatriate  personnel  (Ministry  of 
Labour); 

•  Permission  for  technology  transfer  (Ministry  of  Science  and  Technology); 

•  Access  to  foreign  exchange  (Central  Bank); 

•  Export  financing  at  appropriate  interest  rates  (Ministry  of  Finance); 

•  The  right  to  grant  investment  licenses  (Ministry  of  Industry); 

•  Infrastructure  development  (Ministry  of  Energy,  Ministry  of  Communications  and  Ministry  of 
Transportation); 

•  Building  sites  (Ministry  of  the  Environment),  and  so  on. 

There  needs  to  be  some  administrative  mechanism  through  which  all  these  requirements  for  success 
in  attracting  export-oriented  FDI  can  be  coordinated. 

The  coordination  problem  is  compounded  by  a  second  problem  :  conflicting  goals  among  depart¬ 
ments.  Different  departments  whose  areas  of  responsibility  impinge  on  the  success  or  failure  in  achieving 
a  particular  goal  may  have  different  and  conflicting  goals  of  their  own.  Even  in  the  case  where  there  is 
coordination  at  the  very  top  levels  of  government  so  that  these  conflicts  can  be  resolved,  such  coordination 
may  not  extend  down  into  level  4  departments. 

In  the  example  above,  the  department  responsible  for  EPZs  may  need  to  grant  duty-free  imports  of 
capital  equipment  and  intermediate  inputs  to  achieve  its  goal  of  attracting  TNC  investment.  This 
requirement  may  very  well  conflict  with  the  goals  of  various  departments  in  the  Ministry  of  Finance 
which  may  be  trying  to  reduce  imports  (to  balance  the  trade  deficit),  to  raise  revenue  (to  balance  the 
budget  deficit),  or  to  limit  capital  goods  imports  (to  curb  external  debt). 

It  is  easy  to  see  how  similar  conflicts  could  arise  among  the  goals  of  many  of  the  departments  in 
the  previous  example: 

•  The  Ministry  of  Labour  might  not  want  to  issue  work  permits  to  foreign  personnel  at  a  time  of 
domestic  unemployment; 

•  The  Ministries  of  Transportation,  Communication  and  Energy  may  have  other  priorities  for 
the  use  of  their  funding; 

•  The  Ministry  of  the  Environment  may  want  to  decentralize  investment  sites  to  reduce  concen¬ 
trations  of  pollution; 
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The  Ministry  of  Industry  might  be  concerned  about  “overcrowded”  sectors,  investment  in 
“closed”  sectors,  or  linkages  between  TNC  investors  with  domestically  owned  firms; 

The  Ministry  of  Science  may  want  to  foster  indigenous  technology  or,  alternatively,  it  may 
want  to  ensure  that  the  latest  technology  is  transferred,  not  some  older,  second  hand  technology; 
and  so  on. 

Often  these  conflicts  can  only  be  resolved  at  the  highest  levels  of  government,  if  at  all.  In  general, 
except  for  some  unique  circumstances,  policies  oriented  to  achieve  a  specific  goal  will  have  some  negative 
impact,  be  it  short  or  long  term,  on  other  goals.  Care  must  be  taken  to  ensure  that  the  net  result  is  a 
positive  one. 

In  the  example  above,  the  export  processing  zone  authority,  within  the  Ministry  of  Trade,  might  be 
given  authority  to:  allow  duty  free  imports  of  capital  goods  and  intermediate  inputs;  grant  work  visas  for 
foreign  personnel;  waive  environmental  and  plant  location  regulations;  allocate  foreign  exchange  for 
export  finance;  regulate  the  workers’  right  to  strike;  grant  technology  transfer  agreements;  license 
investment  in  any  export  oriented  industry;  and  so  on.  However,  such  an  arrangement  usually  runs  into 
two  problems.  No  matter  how  broad  the  scope  of  authority  or  any  one  department  to  achieve  its  goal, 
there  are  always  some  factors  that  might  influence  its  success  in  achieving  its  goal  that  lie  outside  its 
authority,  and  rightly  so.  In  the  example  above,  it  is  hard  to  imagine  that  authority  to  manage  the  exchange 
rate,  a  powerful  determinant  of  export  success,  would  be  lodged  in  the  export  processing  zone  authority. 
The  second  problem  is  that  it  might  be  highly  inappropriate  to  lodge  so  much  authority  over  such 
widespread  policy  variables  within  one  department  with  one,  unidirectional  goal. 

To  increase  coordination  and  reconcile  conflicts  arising  from  the  incompatibility  or  different  goals, 
many  countries  have  created  an  autonomous  administrative  body  to  deal  with  export  processing  zones 
(EPZs),  which  incorporates  representatives  of  institutions  which  deal  with  foreign  investment  and  trade 


Box  3:  Export  processing  zones  (EPZs) 

In  one  country  in  Asia,  the  EPZ  Authority  invested  in  infrastructure  development  within  the  zone  and 
leased  buildings  to  foreign  investors  at  highly  concessional  rates;  electricity  and  natural  gas  were  sold 
within  the  zone  at  prices  less  than  20  per  cent  of  their  cost  of  production;  export  premiums  were  paid  to 
firms  within  the  zone,  such  that  the  effective  exchange  rate  faced  by  the  firms  in  the  zone  was  35  percent 
tower  than  the  official  exchange  rate  (and  1 5  per  cent  lower  than  the  rate  in  the  parallel  market) ;  low  Interest 
rate  loans  in  foreign  currencies  were  extended  to  finance  capital  equipment  and  imported  intermediate 
Inputs  and  raw  materials;  low  interest  rate  loans  were  extended  in  the  domestic  currency  to  finance  exports; 
all  taxes  were  waived  for  a  five-year  period;  and  firms  within  the  zone  were  protected  from  labour  laws, 
regulations  for  ownership  by  nationals,  regulations  concerning  levels  of  repatriation  of  profits  and  capital; 
and  so  on. 

Not  surprisingly,  this  zone  was  a  great  success— if  success  is  defined  as  the  rapid  inflow  of  FDI  and 
the  expansion  of  gross  exports  by  firms  within  the  zone.  But  even  a  very  crude  cost-benefit  calculation 
showed  that  the  domestic  value-added  of  the  firms  in  the  zone  was  highly  negative,  i.e.,  the  impact  of  this 
export  processing  zone  on  the  economy  was  recessionary,  and,  in  achieving  its  level  4  goal,  the  Authority, 
possibly  with  the  best  of  intentions,  had  reduced  the  country’s  ability  to  achieve  its  level  t  goal  of 
accelerating  economic  development.  It  might  be  added  that  in  this  specific  case,  officials  In  the  EPZ 
authority  were  most  unwilling  even  to  listen  to  an  analysis  of  the  Impact  of  their  operations  on  the  economy, 
much  less  accept  these  conclusions.  As  far  as  they  were  concerned,  the  zone  had  been  a  major  success 
and  their  only  problems  were  to  access  more  funding  and  to  gain  more  control  over  more  policy  variables 
to  Increase  “success"  even  further  in  the  future. 
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(Ministry  of  Finance,  Ministry  of  Labour,  etc.).  In  this  case  coordination  is  enhanced.  When  conflicts  in 
goals  between  different  institutions  arise,  a  compromise  may  be  negotiated.  The  downside  of  this 
mechanism  is  that  it  may  delay  decision  taking  in  some  cases. 

The  third  implication  of  the  administrative  structure  as  illustrated  in  Figure  3  is  that  specific  goals 
of  level  4  departments  are  often  far  removed  from  the  over-arching  goals  at  level  1  whose  achievement 
they  were  designed  to  advance.  The  goal  of  the  export  processing  zone  authority  is  to  increase  exports 
by  attracting  foreign  direct  investment  in  export-oriented  projects.  For  this  authority,  the  goal  of  attracting 
foreign  direct  investment  may  take  on  a  life  of  its  own,  no  matter  how  it  is  achieved  and  no  matter  what 
its  impact  on  the  overriding  goal  of  accelerating  economic  development.  The  greater  the  authority  of  the 
export  processing  zone  to  regulate  important  environmental  variables,  the  greater  the  potential  for 
inappropriate  outcomes,  i.e.,  outcomes  that  achieve  the  department’s  goal  at  level  4,  but  detract  from 
achieving  the  level  1  goal  of  economic  development. 

D.  The  policy  system  and  transnational  corporations 

The  problems  of  conflicting  goals  outlined  in  the  previous  section  are  particularly  severe  for  policy 
towards  TNCs.  The  implications  of  TNC  operations  and  the  policies  necessary  to  promote  and  regulate 
their  investment  and  operations  in  a  host  country  range  across  a  wide  variety  of  government  departments: 
Trade,  Finance,  the  Central  Bank,  Science  and  Technology,  Labour,  Energy,  Communications,  Trans¬ 
portation,  Industry,  Environment,  etc.  These  ministries  are  all  largely  concerned  with  the  economic 
management  of  the  country.  But  the  impact  of  TNCs  and  the  policies  and  conditions  to  which  they  respond 
extend  into  social  and  political  areas  as  well. 

As  described  in  the  previous  section,  coordination  of  all  the  government  policies  that  effect  TNC 
operations  is  difficult  at  best,  impossible  at  worst.  This  problem  is  true  for  any  policy  system  but  is 
exacerbated  in  relation  to  TNCs  for  two  reasons:  their  responsiveness  to  environmental  conditions  and 
the  role  ofperceptions  in  TNC  decision  making.  TNCs  are  highly  responsive  to  conditions  in  theirextemal 
environment.  Hence,  if  policies  to  promote  and  regulate  TNCs  are  not  well  coordinated,  the  optimum 
level  of  TNC  investment  will  not  be  achieved,  and  the  net  benefits  of  TNC  operations  in  a  host  country 
will  be  reduced.  This  characteristic  of  TNC  operations  has  important  implications  for  (1)  government 
policy  toward  TNCs,  (2)  the  incentives  system  designed  to  operationalize  policies,  and  (3)  the  adminis¬ 
trative  structures  and  processes  designed  to  implement  the  system.  (These  last  two  topics  will  be  discussed 
in  the  next  chapter.) 

Important  areas  of  government  policy  that  impact  on  TNCs  are: 

•  Exchange  rates  (level  and  availability); 

•  Tariff  and  non-tariff  barriers  to  trade  in  raw  materials,  intermediate  and  final  products,  and 
capital  equipment; 

•  Tax  rates; 

•  Wage  rates  and  labour  stability; 

•  Infrastructure  development  (e.g. ,  roads,  ports,  telecommunications,  electricity); 

•  General  political  and  social  conditions; 

•  Perceptions  formed  by  TNC  decision-makers  and  managers  concerning  a  given  country’s 
conditions  and  policies. 
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The  flexibility”  of  TNCs  in  allocating  investment  to  and  away  from  a  particular  country  is  as  much 
based  on  their  perceptions  of  conditions  in  the  country  as  on  the  conditions  themselves.  If  government 
action  towards  one  TNC  is  disruptive  to  its  operations,  other  TNCs  often  take  this  as  a  signal  of  a  generally 
unfavourable  stance  towards  all  TNCs.  If  there  is  policy  instability,  or  if  policies  are  perceived  to  be 
administered  in  an  arbitrary  or  discriminatory  manner,  TNCs  may  take  this  as  a  signal  of  increased  risk 
of  operations — and  act  accordingly. 

The  widespread  impact  of  TNCs  on  many  aspects  of  a  host  country’s  political,  social  and  economic 
development,  and  the  high  degree  of  responsiveness  of  TNCs  to  conditions  in  their  environment  reinforce 
the  need  to  take  a  system-wide,  dynamic,  and  integrated  approach  towards  policies,  incentives  systems 
and  administrative  systems  directed  towards  TNCs. 

E.  Policies  toward  foreign  direct  investment  and  technology 
transfer  by  transnational  corporations 

Over  the  past  decade,  Governments  in  developing  countries  have  tended  to  shift  from  regulation 
and  restriction  of  TNCs  toward  promotion  of  TNC  operations.  This  trend  has  been  due  to  several  factors: 

•  There  has  been  a  general  movement  toward  economic  deregulation  and  the  encouragement  of 
private  enterprises  operating  via  a  market-led  system.  This  shift  has  been  based  on  the 
perception  that  a  high  degree  of  government  regulation  and  centralization  of  decision  making 
at  the  microeconomic  level  may  reduce  economic  efficiency,  growth  and  structural  adjustment. 
As  part  of  this  more  positive  perception  of  the  potential  contribution  of  private  enterprise, 
Governments  in  many  developing  countries  have  adopted  more  positive  attitudes  towards 
TNCs 

•  High  levels  of  external  debt,  balance  of  payments  and  balance  of  trade  pressures,  and  the 
positive  examples  of  countries  which  have  followed  an  export-led  growth  path  have  induced 
some  developing  countries  to  follow  their  example.  TNC  operations  have  been  increasingly 
seen  as  one  means  to  achieve  economic  efficiency,  access  product  and  process  technology,  and 
the  raw  materials  and  intermediate  inputs  that  are  required  to  be  internationally  competitive. 
The  trading  networks  of  TNCs  are  also  seen  as  one  means  to  gain  direct  access  to  international 
markets  either  through  intra-firm  or  arm  ’s-length  transactions. 

•  The  foreign  debt  burden  of  many  developing  countries  both  limits  domestic  capital  formation 
and  access  to  additional  foreign  loans. 

•  There  is  a  perception  that  the  technology  gap  between  high  income  and  developing  countries 
is  widening.  In  some  industries,  technologies  have  been  developed  that  are  absolutely  more 
efficient  at  any  factor  cost  structure  than  older  technologies.  Unless  developing  countries  can 
access  these  technologies,  they  cannot  compete  in  international  markets,  regardless  of  their 
wage  structures.  TNCs  have  increasingly  been  seen  as  one  means  to  access  such  technologies. 

•  Governments  have  become  pessimistic  of  their  ability  to  regulate  the  investments  and  opera¬ 
tions  of  TNCs  successfully.  They  are  faced  with  two  alternatives:  to  block  entry  entirely,  or  to 
reduce  the  level  of  regulation  and  increase  the  level  of  promotion  in  the  hope  that  deregulation 
of  entry  by  TNCs,  together  with  the  more  general  deregulation  of  their  economies,  will  place 
market-based  constraints  on  the  more  negative  aspects  of  TNC  operations.  Blocking  entry  leads 
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Box  4:  Mexico’s  foreign  Investment  policy  0 

The  core  of  Mexico’s  economic  development  strategy  is  to  create  an  open  and  outward-oriented  economy, 
through  trade  liberalization,  a  general  deregulation  of  the  economy  and  privatization  of  public  enterprises.  FDI 
has  been  assigned  a  key  role  in  the  industrial  restructuring  of  the  Mexican  manufacturing  sector,  because  TNCs 
possess  such  assets  as  modern  state-of-the-art  technology,  access  to  foreign  markets  and  new  management 
methods.  Foreign  direct  investment  (FDI)  is  also  expected  to  create  employment,  provide  fresh  financial 
resources  (both  for  new  investment  and  the  restructuring  of  indebted  enterprises)  and  modern  technology,  and 
advance  the  country’s  efforts  to  increase  manufactured  exports. 

The  centrepiece  of  FDf  legislation  is  the  1 973  "Law  to  Promote  Mexican  Investment  and  Regulate  Foreign 
Investment",  The  law  restricts  FDI  in  sectors  reserved  exclusively  for  Mexican  public  and  private  sector 
investment — petroleum  and  other  hydrocarbons,  basic  petroleum  products,  radioactive  and  strategic  minerals, 
nuclear  energy,  electricity,  railroads,  telegraphic  and  radio  communications,  banking,  radio  and  television, 
agricultural  activities,  road,  air  and  maritime  transportation,  forestry,  gas  distribution  and  financial  intermediation. 
In  addition,  there  are  product  groups  in  which  FDI  is  allowed  only  a  specific  proportion  of  the  firm’s  capital:  mining 
(49  per  cent),  secondary  petrochemicals  (40  per  cent)  and  fabrication  of  automobile  components  (40  per  cent). 

The  1973  law  states  that,  in  cases  in  which  it,  or  other  regulations  have  not  established  a  specific  limit, 
foreign  equity  participation  should  not  exceed  49  per  cent  of  total  capital.  However,  this  is  only  a  general  principle, 
and  exceptions  are  allowed  on  a  case-by-case  basis.  Criteria  for  approving  majority  foreign  ownership  are:  if  it 
complements  national  investments;  if  it  does  not  displace  national  companies;  if  it  has  a  positive 
balance-of-payments  effect,  particularly  by  expanding  exports;  if  it  increases  local  employment;  and  if  it  uses 
local  inputs  and  components  in  final  products  or  contributes  to  the  technological  modernization  of  Mexico.  Firms 
with  up  to  49  per  cent  foreign  capital  outside  the  restricted  product  groups  can  operate  without  prior  approval. 

Prior  to  the  1982  debt  crisis  the  law  was  applied  in  a  restrictive  way.  The  fundamental  aim  was  to  limit  FDI 
to  certain  industries  and  to  allow  foreign  majority-owned  enterprises  only  in  exceptional  cases.  The  regulation 
of  FDI  was  gradually  modified  after  the  1 982  debt  crisis.  The  Government  maintained  the  1 973  law  as  the  basic 
legal  framework  for  FDI,  but  changed  the  way  the  law  and  regulations  were  interpreted  and  applied.  New 
regulations  were  issued  in  1984  in  the  form  of  “Guidelines  for  Foreign  Investment  and  Objectives  for  its 
Promotion'’.  The  Guidelines  specified  that  foreign  ownership  would  be  particularly  encouraged  in  heavy 
machinery,  electronic  equipment,  high-technology  products  and  tourism.  Thus,  the  Government  actively  aimed 
at  promoting  FDI  in  selective  complex  industries  with  high  investment  requirements,  activities  with  dynamic 
technology,  and  activities  primarily  oriented  towards  exports. 

The  Government  is  determined  to  continue  the  more  favourable  treatment  of  foreign  capital.  FDI  is 
expected  to  assist  in  converting  the  Mexican  industrial  sector  into  a  major  international  competitor.  The 
Government  intends  to  attract  new  FDI  by  stepping  up  the  liberalization  process  and  making  regulations  more 
transparent.  The  1973  law  has  not  been  changed,  but  rather  the  way  It  is  administered.  A  regulation  adopted  in 
May  1989  grants  automatic  authorization  for  up  to  100  per  cent  foreign  ownership  in  selected  product  groups,  if 
the  investment  fulfils  the  following  somewhat  binding  conditions: 

n  A  maximum  of  $100  million  dollars  is  invested  in  fixed  assets. 

a  Direct  funding  is  obtained  from  abroad. 

a  Investment  in  industrial  establishments  is  located  outside  the  three  largest  metropolitan  areas. 

o  The  accum ulated  net  foreign  exchange  flows  are  positive  over  the  first  three  years  of  operation. 

An  investment  project  still  requires  official  approval  if  it  does  not  comply  with  these  criteria,  or  in  cases  in 
which  the  foreign  stockholders'  position  is  changed  from  a  minority  to  a  majority  share.  But  the  intention  is  to 
limit  case-by-case  authorizations  to  exceptional  instances  and  to  minimize  administrative  delays. 


*  This  example  has  been  taken  from  UNCTC,  Foreign  Direct  Investment  and  Industrial  Restructuring  in  Mexico:  Government 
Policy,  Corporate  Strategies  and  Regional  Integration  (Untied  Nations  publication,  Sales  No.  E.92.ltAe). 
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to  stagnation  and  decline;  deregulation,  however,  can  lead  to  widerTNC  control  of  the  domestic 
economy. 

None  the  less,  considerable  regulation  of  investment  and  TNC  operations  still  remains.  Often, 
although  official  government  policies  towards  TNCs  have  changed,  administrative  structures  and 
personnel  have  not.  Consequently,  there  is  often  a  disparity  between  official  policies  and  how  they  are 
administered.  This  situation  also  creates  problems,  which  will  be  discussed  (chapter  IV).  Despite  the 
general  trend  from  regulation  of  TNCs  towards  promotion,  there  have  been  wide  variations  from  industry 
to  industry  and  from  country  to  country  in  their  policies,  incentives  systems  and  administrative  systems. 

1.  Entry  and  ownership 

Government  regulations  on  entry  and  ownership  by  TNCs  have  taken  such  forms  as: 

•  Reserving  certain  industries  solely  for  state  ownership  (in  general  for  national  security  reasons); 

•  Reserving  certain  sectors  for  firms  either  wholly  or  partially  owned  by  nationals; 

•  B  arring  or  restricting  foreign  acquisition  of  shares  in  domestically  owned  firms;  and 

•  Requiring  “fade  out”  or  “fade  down”  of  foreign  ownership  over  specified  time  periods. 

Over  the  past  decade,  there  have  been  extensive  changes  in  the  policies  of  many  developing 
countries  in  all  these  areas  towards  relaxing  regulations  on  TNC  investment  and  operations. 

In  general,  fade  out  or  fade  down  provisions  have  not  been  very  effective.  They  have  raised  fears 
among  TNCs  about  eventual  takeovers  by  domestic  firms  and  investment  has  been  reduced.  In  general, 
the  TNCs  that  did  invest  were  smaller  and  weaker  TNCs  which  had  no  real  alternative.  Reserving  sectors 
for  domestic  firms  has  not  been  generally  successful  either.  Nor  has  government  ownership  in  certain 
sectors.  The  trend  over  the  past  decade  of  deregulation  and  privatization  reflects  the  conclusion  by  many 
developing  countries  that  these  restrictive  policies  have  not  had  the  desired  effects. 

2.  Controls  on  remittances  of  profits  and  capital 

Controls  on  profit  and  capital  remittances  by  TNCs  have  been  and  still  are  quite  widespread.  The 
objectives  of  such  controls  may  be  to  stimulate  reinvestment  of  profits,  to  get  the  most  benefits  out  of 
(possible)  TNC  monopoly  rents,  and  to  reduce  demand  for  foreign  exchange. 


Box  5:  Privatization  and  deregulation  of  the  banking  system 

Interesting  examples  of  privatization  and  deregulation  are  provided  by  Mexico  and  Indonesia.  In  1982,  in 
response  to  its  external  debt  crisis  and  continuing  problems  with  the  allocation  of  scarce  foreign  exchange,  the 
Mexican  Government  nationalized  the  banking  system,  transnational  banks  among  them.  However,  Mexico's 
policy  was  not  successful.  As  a  result,  the  Government  has  decided  to  return  the  banking  industry  to  private 
enterprise. 

In  1988,  faced  with  mounting  external  debt  and  difficulties  in  managing  its  foreign  exchange  rate  system, 
Indonesia  acted  to  deregulate  the  banking  system  and  to  relax  restrictions  on  the  operation  of  foreign-owned 
banks.  Indonesia's  policy  has  generally  been  successful.  Capital  flight  has  stopped  and  there  have  been  massive 
inflows  of  FDI  as  well  as  accelerated  domestic  investment. 
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Box  6:  Reinvesting  blocked  funds  In  Chile 

Taking  advantage  of  Chile’s  debt-equity  swap  programme,  a  financial  TNC  bought  a  pension  fund  and  an 
insurance  company  In  the  mld-1 980s,  According  to  Chile’s  Legislation  (Chapter  XIX),  foreign  investors  who  take 
advantage  of  this  programme  may  remit  profits  only  five  years  after  the  investment  has  been  made.  The  TNC 
decided  to  reinvest  its  profits  in  the  construction  of  commercial  real  estate.  It  decided  to  do  so  because  (1 ) 
prospects  for  Chile’s  continued  overall  economic  growth  are  good;  (2)  access  to  foreign  exchange  to  remit  profits 
once  the  five-year  grace  period  is  over  is  not  in  doubt;  (3)  construction  is  not  banned  to  foreign  investors. 

Both  Chile  and  the  TNC  have  gained,  regardless  of  controls  on  remittances  of  profits.  Foreign  investment 
in  productive  activities  which  fit  in  with  the  country’s  development  goals  has  risen;  and  the  TNC  is  increasing  its 
profits. 


Controls  on  remittances  are  effective  only  when  the  host  country  offers  other  profitable  opportu¬ 
nities  for  the  TNC  to  invest  in.  In  most  instances,  however,  these  controls  have  not  proven  to  be  binding 
constraints  on  TNCs,  because  there  have  no  other  feasible  investment  opportunities  in  host  countries  that 
fit  into  the  TNC’ s  overall  strategy.  Furthermore,  controls  on  remittances  often  can  be  circumvented  rather 
easily.  The  recent  relaxation  of  these  controls  in  many  countries,  in  spite  of  their  need  for  foreign 
exchange,  is  a  sign  of  a  more  positive  attitude  towards  TNCs  in  those  countries. 

Rules  on  reinvestment  of  profits  in  other  sectors  of  the  economy  or  in  other  enterprises  have  also 
been  relaxed  in  several  countries.  Again,  the  conclusion  is  that  these  types  of  regulation  serve  to  dissuade 
TNCs  from  investing.  When  they  do  invest,  they  can  usually  find  ways  to  circumvent  the  regulations  in 
ways  that  are  detrimental  to  the  country  imposing  the  regulation  (e.g.,  transfer  pricing).  For  example,  a 
TNC  affiliate  with  blocked  profits  in  a  host  country  may  increase  remittances  by  raising  (i)  the  prices  of 
inputs  it  purchases  from  other  affiliates  from  the  same  TNC  (import  overinvoicing),  or  (ii)  royalty 
payments  attributed  to  transfer  of  technology. 

3.  Performance  requirements 

In  many  developing  countries,  promotion  and  regulatory  measures  have  been  related  increasingly 
to  performance  rather  than  to  the  initial  characteristics  of  the  investment.  Performance  requirements  are 
linked  to  size,  location,  domestic  ownership,  technological  characteristics,  export  orientation,  employ¬ 
ment  generation,  training,  domestic  value-added,  use  of  domestic  raw  materials,  semi-finished  inputs 
and  components,  and  so  on. 

For  example,  many  countries  have  replaced  strict  limits  on  TNC  equity  ownership,  or  they  have 
conditioned  access  to  promotional  incentives,  with  requirements  to  locate  in  specific  areas  of  the  country 
(to  spur  economic  activity  in  poorer  regions),  to  export  a  given  percentage  of  production  (to  stimulate 
export-oriented  activities),  and  to  increase  the  domestic  content  of  production  (to  stimulate  activity  in 
the  domestic  economy  or  to  reduce  imports).  The  goal  of  such  performance  requirements  is  to  maximize 
the  contribution  of  TNC  operations  to  national  development  goals. 

Performance  requirements  can  be  effective,  but  to  be  so  requires  considerable  skill  on  the  part  of 
the  Government.  A  TNC  will  locate  in  poorer  regions  if  there  are  adequate  infrastructure  services.  It  will 
export  a  larger  share  of  production  if  market  conditions  are  such  that  the  exports  will  be  competitive  in 
international  markets;  and  it  will  increase  local  value-added  to  fulfil  local  content  requirements  if 
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domestic  factors  of  production  are  available  at  competitive  prices.  In  short,  if  natural  market  forces  are 
such  that  complying  with  the  performance  requirements  is  in  the  TNCs  best  interests,  or  if  the 
Government  can  affect  the  market  so  that  this  is  the  case,  then  TNCs  will  comply.  If  performance 
requirements  impose  costs  on  TNCs,  they  will  either  pass  these  costs  onto  the  host  country  in  some  other 
form,  or  they  will  not  invest. 

Performance  requirements  to  export  are  useful  when  TNCs  have  an  incentive  to  export  beyond  the 
Government’s  performance  requirement.  A  realistic  exchange  rate,  export  financing  at  international 
interest  rates,  and  access  to  needed  inputs  at  world  prices  are  more  effective  than  forcing  TNCs  to  export 
when  exporting  reduces  their  profits.  In  the  latter  case,  TNCs  will  simply  charge  higher  prices  in  the 
domestic  market  or,  if  this  is  not  possible,  invest  elsewhere.  The  same  holds  with  performance 
requirements  for  employment,  training,  domestic  value-added  and  domestic  ownership.  For  example,  as 
the  Japanese  yen  rose  steeply  during  the  1985  to  1988  period,  Japanese  TNCs  rushed  to  invest  in 
neighbouring  countries  and  willingly  complied  with  their  performance  requirements.  In  previous  years, 
Japanese  TNCs  had  resisted  complying  with  the  performance  requirements  of  their  neighbours  and  had 
demanded  major  concessions  before  they  would  be  induced  to  do  so. 

Performance  requirements  have  been  widely  criticized  by  the  developed  countries  for  several  years 
because  of  the  market  distortions  that  they  generate.  For  example,  local  content  requirements  displace 
imports  and  export  requirements  displace  other  exports  (see  table  1  below). 

Performance  requirements  which  affect  foreign  trade  flows  are  known  as  Trade-related  investment 
measures  (TRIMs).  This  concept  is  extremely  broad.  There  is  no  commonly  accepted  method  to  draw 
the  line  among  different  kinds  of  measures  (in  home  or  host  countries)  which  may  affect  the  location  of 
production  and  consequent  trade  flows  of  goods,  services,  technology  and  capital  among  markets.  The 


Table  1.  Performance  requirements  and  possible  economic  impact 6 

Performance  requirements 

Possible  economic  impact 

Local  equity  requirements 

Restrict  ownership  of  investment 

Licensing  requirements 

Require  technology  transfer 

Remittance  restrictions 

Restrict  external  financial  transfers 

Foreign  exchange  restrictions 

Restrict  external  financial  transfers 

Manufacturing  limitations 

Restrict  production 

Transfer  of  technology  requirements 

Require  transfer  of  technology 

Domestic  sales  requirements 

Displace  imports 

Manufacturing  requirements 

Displace  imports 

Product  mandating  requirements 

Displace  other  exports 

Trade  balancing  requirements 

Displace  other  exports 

Local  content  requirements 

Displace  imports 

Export  requirements 

Displace  imports 

Import  substitution 

Displace  imports 

6  From  UNCTC  and  UNCTAD,  The  Impact  of  Trade-Related  Investment  Measures  on  Trade  and  Development 
(United  Nations  publication.  Sales  No.  E.91.U.A.19). 
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Uruguay  Round  of  the  General  Agreement  on  Tariffs  and  Trade  (GATT)  has  produced  a  list  of  14  TRIMs, 
intended  not  as  a  definitive  list  but  as  illustrations  of  the  types  of  measures  to  be  considered:  investment 
incentives,  remittance  and  foreign  exchange  restrictions,  manufacturing  limitations,  and  requirements  on 
local  equity,  licensing,  transfer  of  technology,  domestic  sales,  manufacturing,  product-mandating, 
trade-balancing,  local  content,  export  and  import  substitution. 

Trade-related  investment  measures  exist  in  both  developed  and  developing  countries,  but  are  more 
frequent  in  the  latter  (although  implicit  TRIMs  may  be  hidden  in  the  former  via  “rules  of  origin”  indicating 
a  requirement  for  domestic  content).  Nevertheless,  TRIMs  have  become  the  subject  of  considerable 
contention  in  North-South  economic  relations.  The  North  argues  that  TRIMs  cause  distortions  in  patterns 
of  trade  and  investment  because  business  decisions  on  the  part  of  companies  are  made  on  the  basis  of 
considerations  other  than  market  forces.  The  South  argues  that  TRIMs  can  be  useful  policy  tools  to 
promote  development  objectives  and  strengthen  trade  balances.  The  developed  countries,  led  by  the 
United  States,  moved  to  include  TRIMs  in  the  Uruguay  Round  of  GATT  negotiations  to  control  and 
ultimately  prohibit  them.  The  discussions  have  made  very  limited  progress. 

One  of  the  obstacles  to  these  negotiations  is  the  absence  of  consensus  of  what  constitutes  a  TRIM. 
A  “second  best”  type  of  argument  for  TRIMs  is  that  while  theory  may  advocate  free -market  competition 
as  the  most  efficient  means  to  attain  production  efficiency,  in  practice  world  markets  are  full  of 
imperfections,  and  thus  TRIMs  may  be  part  of  the  “best-possible”  economic  order. 

A  recent  empirical  study  on  TRIMs  by  the  United  Nations  Centre  on  Transnational  Coiporations 
and  United  Nations  Conference  on  Trade  and  Development  7  shows  that  performance  requirements 
related  to  domestic  content,  exports  and  trade  balancing  tend  to  be  concentrated  in  specific  industries, 
with  the  automotive,  chemical  and  petrochemical,  and  computer/informatics  sectors  leading  the  list. 
Regulations  in  a  large  number  of  countries,  however,  characterize  these  performance  requirements  as 
pertaining  to  “all”  industries.  Local  content  requirements  are  more  frequent  than  export  requirements  in 
the  automotive  industry,  with  the  reverse  true  in  computers/informatics.  In  chemicals,  both  domestic 
content  and  export  performance  requirements  are  present. 

The  same  study  shows  that,  while  TRIMs  are  more  frequent  in  developing  countries,  the  extent  of 
investment  covered  by  TRIMs  is  heavily  weighted  towards  the  developed  world.  The  20  developed 
countries  with  the  most  extensive  presence  of  TRIMs  are  recipients  of  $230  billion  in  United  States  direct 
investment.  The  comparable  figure  for  the  20  developing  countries  with  the  most  extensive  presence  of 
TRIMs  is  $30  billion. 

With  regard  to  the  actual  exercise  of  local  content  or  export  performance  requirements,  there  is  a 
wide  disparity  between  the  number  of  TNCs  reporting  that  their  developing  country  subsidiaries  are 
subject  to  such  measures  (approximately  2  per  cent  to  6  per  cent  of  all  affiliates  in  the  most  extensive 
surveys)  and  the  amount  of  developing  country  investment  hypothetically  covered  by  such  measures 
(45  per  cent  to  62  per  cent  of  all  investment).  This  may  be  explained  by  the  fact  that  first,  the  majority 
of  TRIMs  on  the  books  are  in  fact  discretionary  and  negotiable,  and  are  often  not  required;  and  second, 
that  many  TRIMs  are  to  a  certain  extent  “redundant”  because  they  only  accelerate  the  TNCs’  plans  to 
develop  local  suppliers  and  export  their  products.  Another  examination  of  682  investment  projects  found 


7  Ibid. 


41 


Formulation  and  Implementation  of  Foreign 
Investment  Policies:  Selected  Key  Issues 


that  in  83  per  cent  of  the  cases  where  TNCs  were  required  to  accomplish  local  sourcing  and  exporting 
performance  requirements,  they  planned  to  carry  out  the  operations  anyway. 

4.  Policies  toward  technology  transfer 

Given  the  very  rapid  rate  of  technological  innovation  in  recent  years,  developing  countries  have 
become  increasingly  concerned  about  developing  a  technological  capability.  Since  TNCs  are  a  major 
source  of  technology,  these  countries  are  particularly  concerned  about  adopting  appropriate  policies  for 
acquiring  and  absorbing  technologies  that  are  relevant  to  their  development  objectives. 

Technology  can  be  acquired  from  TNCs  via  wholly  owned  foreign  investments,  or  through  joint 
ventures  and  such  non-equity  mechanisms  as  production  licensing,  management,  turnkey  and  engineering 
contracts,  technical  service,  franchising,  international  subcontracting  and  marketing  agreements.  While 
wholly  owned  subsidiaries  of  TNCs  are  still  fairly  common  and  continue  to  be  set  up  in  various  sectors 
in  several  developing  countries  where  there  are  no  restrictions  on  foreign  investments  and  holdings,  the 
general  trend  in  traditional  production  sectors  appears  to  be  more  towards  joint  ventures  and  licensing. 
This  trend  is  due  to  TNCs  ’  strategies  to  limit  their  financial  commitments  in  certain  countries  and  regions. 
Furthermore,  with  the  growth  of  industrial  entrepreneurial  capability  in  most  developing  countries,  a 
sustained  relationship  with  a  local  industrial  group  proves  useful  and  advantageous  to  most  TNCs. 

In  developing  countries’  relationships  with  TNCs,  effective  transfer  of  technology  is  by  no  means 
automatic.  Special  measures  are  required  by  the  developing  countries  to  ensure  the  realization  of 
development  objectives. 

(a)  E  volution  of  technology  policies 

Many  developing  countries  are  attempting  to  promote  rapid  technological  growth  and  sustained 
indigenous  technological  capacity.  A  number  of  countries  have  adopted  policies  and  implemented 
mechanisms  to  enhance  the  selection  of  appropriate  technology,  absorption  and  adaption  of  foreign 
technology  to  local  factors,  and  the  application  of  technology  through  national  institutions  and  enter¬ 
prises.  In  some  instances,  an  institutional  infrastructure  has  been  established  for  dealing  specifically  with 
foreign  technology  agreements.  While  institutional  arrangements  vary  from  country  to  country,  the  goals 
are  generally  to  formulate  and  implement  a  broad  policy  framework  for  the  acquisition  of  foreign 
technology,  to  monitor  the  terms  and  conditions  under  which  foreign  technology  is  acquired,  to  establish 
an  information  base  for  reviewing  technology  arrangements  and  to  upgrade  local  skills  in  dealing  with 
foreign  technology  acquisition.  The  experience  of  developing  countries  is  briefly  summarized  below. 

Regulation  of  foreign  technology  was  initially  undertaken  in  Japan  in  the  1950s,  where  a  highly 
effective  mix  of  regulatory  and  promotional  policies  for  foreign  technology  was  implemented.  Among 
developing  countries,  technology  regulation  was  initially  adopted  in  India,  primarily  to  conserve  foreign 
exchange.  The  1969  guidelines  issued  by  the  Government  of  India  were  among  the  earliest  policy 
announcements  relating  to  foreign  technology  acquisition  in  developing  countries.  Until  the  late  1960s 
and  early  1970s,  in  most  other  developing  countries  foreign  technology  was  imported  by  local  industrial 
enterprises,  including  TNC  subsidiaries  and  affiliates,  without  any  restrictions.  In  many  instances,  there 
were  no  formal  technology  agreements  between  parent  TNCs  and  their  affiliates,  though  certain  royalties 
and  lump  sum  payments  were  made  by  the  latter  towards  centralized  research  and  development  and 
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supply  of  technological  services.  The  remittance  of  payments  of  royalties  and  technology  fees,  however, 
was  generally  subject  to  foreign  exchange  control,  either  by  the  Central  Bank  or  the  Finance  Ministry. 

Several  developing  countries  introduced  regulatory  measures  for  foreign  investment  in  the  1960s 
and  1970s  and  created  new  policy  frameworks  for  foreign  technology.  During  the  1970s,  for  instance, 
several  countries  in  Latin  America  (including  Brazil,  Argentina,  and  the  Andean  Pact  countries) 
introduced  legal  and  regulatory  measures  to  screen  and  review  the  inflow  of  foreign  technology. 
Regulatory  measures  were  also  introduced  in  developing  countries  in  South-East  Asia,  including 
Malaysia,  the  Philippines  and  the  Republic  of  Korea,  and  in  some  countries  of  Africa,  particularly  Nigeria. 
In  some  countries,  policies  have  been  directly  linked  with  those  on  foreign  direct  investment  while  in 
others  the  policies  have  been  more  closely  related  to  indigenous  technological  development. 

In  the  early  phases,  regulation  of  technology  transactions  by  developing  countries  was  designed  to 
reduce  the  costs  of  foreign  technology:  permissible  maximum  payment  levels  were  established  and  the 
costs  of  the  imported  equipment  and  maintenance  required  for  foreign  technology  usage  were  assessed. 
Subsequently,  assessment  of  foreign  technology  costs  also  came  to  include  various  indirect  costs  arising 
out  of  restrictive  provisions  imposed  by  technology  licensors. 

Considerable  attention  was  given  to  the  terms  and  conditions  incorporated  in  technology  agree¬ 
ments,  and  fairly  specific  norms  and  guidelines  were  prescribed  by  regulatory  agencies  in  countries  where 
formal  regulation  of  foreign  technology  was  introduced.  These  guidelines  usually  prohibited  the  inclusion 
of  harsh  tie-in  clauses  for  supply  of  inputs,  restrictions  on  exports  and  the  like;  at  the  same  time,  they 
allowed  flexibility  in  exceptional  cases.  By  the  mid-1970s,  greater  scrutiny  was  also  applied  to  legal 
aspects,  such  as  governing  law,  provisions  for  the  settlement  of  disputes  and  specification  of  technological 
details.  Furthermore,  in  some  countries,  such  as  India,  foreign  technology  inflows  in  certain  non-essential 
sectors  were  prohibited  at  one  stage .  In  Brazil,  certain  types  of  technology  transactions,  such  as  transfer 
of  know-how  without  industrial  property  rights,  were  discouraged  and  approved  only  in  exceptional 
cases.  In  both  the  case  of  India  and  Brazil,  however,  some  flexibility  was  provided,  principally  by  way 
of  exceptions  to  the  regulatory  norms  and  guidelines. 

There  have  been  considerable  differences  in  the  form  of  regulation.  In  Brazil,  Mexico  and  the 
Philippines,  for  instance,  legislation  was  enacted.  In  India,  technology  transfer  was  regulated  through 
detailed  administrative  guidelines.  Indonesia  and  Pakistan,  in  contrast,  instituted  a  more  informal  review 
of  certain  aspects  of  foreign  technology  transfer. 

The  implementation  of  technology  regulation  also  varies  from  country  to  country.  In  some 
countries,  such  as  India,  a  coordinating  unit  processes  both  foreign  investment  and  technology  proposals 
for  submission  to  an  interdepartmental  foreign  investment  board.  In  other  countries,  specific  agencies 
are  designated  to  deal  with  technology  agreements.  Most  Latin  American  countries  have  established 
registries  for  foreign  technology.  In  Brazil,  foreign  technology  proposals  are  reviewed  by  the  national 
organization  for  industrial  properties.  Several  developing  countries,  including  Bangladesh,  Kenya, 
Pakistan,  Sri  Lanka,  and  the  United  Republic  of  Tanzania  have  not  enacted  specific  legislation  requiring 
approval  of  foreign  technology  transactions,  though  a  certain  degree  of  screening  is  achieved  through 
administrative  guidelines  and  under  exchange  control  procedures.  In  many  countries  where  technology 
agreements  do  not  need  formal  approval  or  registration,  they  are  examined  by  central  banks  in  order  to 
ensure  that  the  payments  involved  are  in  accordance  with  the  temis  agreed  to. 

Despite  the  adoption  of  technology  regulation,  developing  countries  with  large  internal  markets  or 
with  a  developed  manufacturing  export  sector  experienced  an  increase  of  technology  flows  throughout 
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the  1970s.  In  Brazil,  for  example,  where  technology  contracts  have  been  subject  to  fairly  regular  scrutiny, 
and  the  number  of  technology  contracts  increased  from  1,117  in  1972  to  1,761  in  1980,  agreements  for 
supply  of  specialized  technical  services  numbered  2,839  during  1979-1981.  Similarly,  in  Mexico, 
following  the  introduction  of  regulatory  measures,  technology  payments  increased  significantly,  from 
$173  million  in  1975  to  approximately  $300  million  in  1980. 

Several  countries  that  had  adopted  technology  regulation  measures  in  the  1970s  significantly 
modified  them  in  the  latter  half  of  the  1970s  and  early  1980s.  Governmental  control  over  foreign 
technology  inflows  became  fairly  extensive  and  involved  legal,  economic  and  technical  analysis  and 
evaluation  of  proposed  foreign  technology  agreements.  Although  fairly  strict  control  over  the  technology 
acquisition  process  has  continued  in  certain  countries,  regulatory  measures  have  been  relaxed  in  others, 
particularly  the  Republic  of  Korea  and  to  a  lesser  extent,  India.  In  some  countries,  new  incentives  have 
been  offered  to  promote  the  inflow  of  foreign  technology. 

A  number  of  factors  have  contributed  to  these  changes.  With  growing  industrialization,  develop¬ 
ment  plans  have  increasingly  involved  diversification  and  production  in  more  technologically  advanced 
fields,  where  the  technology  is  controlled  by  few  foreign  companies.  In  such  cases,  technology  owners, 
most  of  which  are  TNCs,  have  not  generally  been  willing  to  transfer  their  technology  under  strict, 
regulatory  conditions  and  guidelines,  particularly  if  these  are  accompanied  by  controls  on  foreign 
investments.  In  addition,  payments  for  new  and  complex  technologies  are  often  higher  than  the  maximum 
rates  considered  appropriate  in  national  guidelines  for  the  manufacturing  sector  as  a  whole.  Moreover, 
the  effective  absorption  of  more  complex  and  advanced  technologies  may  also  require  a  time  period 
exceeding  the  maximum  duration  prescribed  in  guidelines.  The  slow-down  in  economic  growth  in  recent 
years,  particularly  in  countries  facing  critical  debt  problems,  has  also  slowed  the  pace  of  technology 
inflow  and  has  necessitated  promotional  measures  and  relaxations  of  regulatory  guidelines. 

The  trend  towards  liberalization  in  technology  regulation  has  been  accompanied  by  different 
policies  for  different  kinds  of  industrial  technology.  While  regulatory  controls  continue  to  be  applied  for 
relatively  mature  and  standardized  technologies,  the  acquisition  of  the  latest  techniques  in  high-technol¬ 
ogy  areas  and  sectors  of  special  priority,  or  for  export-oriented  production,  is  increasingly  being 
encouraged  and  promoted  through  various  incentives,  including  exemptions  from  regulatory  norms  and 
guidelines.  In  several  instances,  the  inflow  of  advanced  technologies  has  also  been  promoted  by  a 
relaxation  in  regulations  relating  to  foreign  investments  and  the  extent  of  foreign  capital  ownership.  In 
countries  where  joint  ventures  are  generally  the  only  permissible  means  for  TNC  capital  participation, 
Governments  have  permitted  the  entry  of  wholly  owned  foreign  subsidiaries  if  inflow  of  complex  and 
sophisticated  technologies  have  been  involved. 

In  addition  to  the  factors  mentioned  above,  the  experience  gained  by  developing  countries  during 
the  1 970s  in  administering  technology  laws  and  regulations  must  also  be  taken  into  account.  This  learning 
process  has  resulted  in  more  efficient  application  of  administrative  measures.  At  the  same  time,  the  need 
for  flexible  and  pragmatic  application  of  guidelines  has  become  more  evident. 

(b)  The  liberalization  of  technology  acquisition  policies 

The  liberalization  of  foreign  technology  acquisition  has  taken  different  forms.  In  some  countries, 
such  as  the  Republic  of  Korea,  the  regulatory  provisions  and  guidelines  were  substantially  changed, 
reflecting  a  new  liberal  policy  during  1979-1981.  In  others,  for  example  Mexico  and  India,  the  new 
approach  has  been  implemented  within  existing  legislation  and  guidelines.  In  most  of  these  countries, 
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Box  7:  The  evolution  of  Mexico’s  transfer  of  technology  policies  a 

Mexico’s  industrialization  has  made  extensive  use  of  imported  technology  to  establish  new  production 
capabilities.  Licenses  and  other  forms  of  technology  transfer  have  fulfilled  a  demand  for  technology  that  could 
not  have  been  met  immediately  by  local  technological  capabilities.  However,  during  the  late  1960s,  the 
Government  became  aware  of  several  negative  effects  of  technology  imports. 

In  particular,  attention  was  drawn  to  the  impact  of  royalties  and  fees  on  the  balance  of  payments  and  of 
the  imposition  of  restrictive  clauses  by  technology  suppliers.  The  need  for  government  regulation  of  technology 
was  also  justified  on  general  considerations,  such  as  the  need  to  develop  local  technological  capabilities,  Hence, 
in  1973,  Mexico  initiated  the  regulation  of  technology  transfer  by  passing  the  Technology  Transfer  Law  and 
establishing  the  National  Register  forthe  Transfer  of  Technology.  The  objective  was  to  help  recipients  of  foreign 
technology  to  strengthen  their  bargaining  position  vis-tk-vis  technology  supptiers.  The  Ministry  of  Trade  and 
Industrial  Promotion  was  made  responsible  for  establishing  a  policy  on  technology  transfer  according  to  the 
following  criteria: 

b  To  guide  the  selection  of  technology; 

o  To  determine  the  maximum  price  of  technology; 

b  To  increase  and  diversify  production; 

p  To  promote  the  assimilation  and  adaption  of  foreign  technology;  and 

o  To  guide  demand  for  technology  towards  internal  sources  and  to  promote  the  export  of  national 
technology. 

The  adoption  of  a  technology  transfer  law  represented  a  fundamental  change  in  how  foreign  technology 
was  acquired.  Earlier,  the  parties  had  the  right  to  conclude  any  agreement  that  was  considered  acceptable  and 
beneficial  to  the  two  contractual  parties.  Now,  an  agreement  required  the  authorization  of  the  Ministry  of  Trade 
and  Industrial  Promotion.  The  Ministry  could  demand  changes  in  the  terms  that  had  been  agreed  upon  by  the 
parties.  The  focus  of  regulation  by  the  Ministry,  though,  has  primarily  been  the  commercial  aspects  of  technology 
transactions  and  the  examination  of  legal  aspects.  This  involved  the  conformity  of  the  agreement  with  the  general 
legislation  (commercial  and  civil  law);  the  existence  of  the  essential  elements  of  the  contract  (price  determined); 
the  identification  of  restrictive  practices;  and  the  question  of  settlement  of  disputes  and  applicable  law.  It  is 
important  to  emphasize  that  the  Ministry  did  not  change  decisions  about  the  selection  of  technology  suppliers. 
Neither  did  it  involve  itself  in  the  technical  aspects  of  the  agreement  or  how  the  transferred  technology  was 
applied. 

In  1 982,  the  regulation  of  technology  transfer  (and  the  technology  transfer  law)  was  modified,  putting  more 
emphasison  the  need  to  develop  local  technological  capabilities,  to  be  assured  by  imposing  specific  programmes 
for  each  enterprise  receiving  technology  by  way  of  a  technology  transfer  contract,  The  programmes  included 
goals  on  technology  assimilation,  quality  assurance,  development  of  suppliers,  research  and  development 
energy  efficiency,  productivity  improvement  and  environmental/pollution  control.  They  also  contained  economic 
performance  requirements  (e.g.,  goals  on  employment  generation,  increases  in  exports,  foreign  exchange 
balances  and  the  promotion  and  use  of  local  trademarks).  The  number  of  programmes  agreed  upon  with 
recipients  of  foreign  technology  (both  nationals  and  affiliates  of  TNCs)  amounted  to  1,166  from  1983  to  1988. 
Technical  agreements  accounted  for  72  per  cent  of  the  total  number  of  agreements,  and  the  most  frequent 
concern  was  the  assimilation  of  foreign  technology  (33  per  cent).  Only  13  per  cent  of  the  agreements  were 
dedicated  to  research  and  development, 

Additionally,  the  Ministry  of  Trade  and  industrial  Promotion  established  a  programme  in  1 985  to  stimulate 
and  coordinate  technological  research  between  the  productive  and  academic  sectors.  The  programme  is 
financed  by  participating  enterprises  The  funds  have  been  utilized  to  equip  research  institutions,  finance  specific 
projects  in  targeted  areas  and  upgrade  human  technical  capacity  through  advanced  training.  The  targeted  areas 
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(Box  7,  continued) 

are  health,  agncuftural  development,  biotechnology,  micro-electronics,  new  materials,  alternative  energy  sources 
and  the  utilization  of  ocean  resources.  By  the  end  of  1987,11 4firms  (both  domestic  and  firms  with  foreign  capital) 
had  pledged  $33  million  and  sponsored  26  postgraduate  degrees  abroad,  Some  1 00  projects  in  different  areas 
have  been  supported. 

The  Law  on  Inventions  and  Trademarks  (1976)  gave  the  Ministry  of  Trade  and  Industrial  Promotion  the 
right  to  issue  patents  on  products  and  production,  which  had  to  be  renewed  within  three  years  in  order  to  remain 
company  exclusive.  The  law  was  modified  in  January  1987.  The  period  during  which  a  product  or  process  is 
under  patent  was  increased  from  10  to  14  years,  and  the  penalties  for  patent  or  trademark  infringement  were 
Strengthened.  Products  and  processes  previously  not  eligible  for  patent  protection  could  now  be  patented. 

Technological  change  has  accelerated  in  recent  years  and  the  pace  of  technological  progress  is  now 
understood  to  be  of  crucial  importance  for  international  trade  and  competitiveness.  The  government  decided  to 
change  its  role  from  a  regulator  of  technology  transfer  to  a  promoter  of  modern  and  competitive  technology. 
Accordingly,  in  i  989,  the  Government  annou need  that  laws  would  be  issued  to  give  ‘technical  and  administrative 
facilities  for  enterprises  to  effectively  acquire  technology  in  the  international  market",  which  supposedly  would 
involve  a  reorientation  of  the  functions  of  the  National  Register  for  the  Transfer  of  Technology.  In  January  1990, 
the  administraiion  issued  a  regulation  concerning  the  Technology  Transfer  Law,  which  established  that  the 
conditions  of  technology  transfer  Contracts  are  now  the  sole  responsibility  of  the  parties  involved,  i.e„  the 
technology  supplier  and  the  recipient  firm.  The  new  rules  can  be  summarized  as  follows: 

a  Companies  may  freely  set  royalty  rates  for  licenses  and  technical  assistance;  there  are  no  guidelines 

or  ceilings. 

b  Fixed  terms  for  licensing  contracts  were  abolished,  and  confidentiality  can  be  extended  beyond  the 
contract  period.  Licensing  agreements  previously  had  a  fixed  term  of  1  o  years;  thereafter  industrial 
secrets  were  in  the  public  domain. 

a  There  are  iim  its  on  the  authorities’  ability  to  make  technology  contracts  subject  to  terms  and  conditions 

not  set  out  specifically  in  the  law  (see  above), 

b  The  National  Register  for  the  Transfer  of  Technology  will  seek  to  promote,  rather  than  regulate, 
technology  acquisition,  by  informing  companies  of  what  is  available  on  the  international  market  and 
advising  them  of  the  suitability  of  a  given  technology  to  their  particular  needs. 

a  Technology  agreements  are  no  longer  subject  to  approval  but  must  still  be  registered  with  the  National 

Registry,  ProceduresforfUlng  contracts  with  the  Registry  and  for  registering  patents  and  trademarks 
have  been  simplified. 

In  short,  the  previous  policy  goals  of  reducing  payments  for  foreign  technology  and  strengthening  the 
bargaining  position  of  the  local  recipient  have  given  way  to  procuring  modern  and  competitive  technology. 

The  liberalization  of  the  technology  transfer  regulation  must  be  seen  in  the  context  of  the  general 
liberalization  of  the  economy.  It  was  assumed  that,  in  an  open  and  more  competitive  environment,  firms  have  a 
seif  interest  in  acquiring  foreign  technology  on  competitive  terms  and  in  developing  (oca!  technological 
capabilities. 

The  changes  described  above  in  the  technology  transfer  regulation  only  apply  to  technology  transfer 
contracts.  Greater  protection  is  not  granted  to  patents,  trademarks  or  trade  secrets  that  are  not  part  of  a  formal 
licensing  contract. 


*  This  is  taken  from  a  more  extensive  analysis  of  Mexico*  policies  In  UNCTC,  Foreign  Direct  Investment  end  Industrie 1 
Restructuring  in  Mexico:  Government  Policy,  Corporate  Strategies  end  Regional  Integration  (United  Nations  pubBcation,  Sales 
No.  E.92.II.A.9). 
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the  regulation  has  already  provided  for  exceptions  for  acquisition  of  technologies  which  were  considered 
to  be  in  the  national  interest.  Under  this  provision,  since  the  early  1980s,  the  regulatory  agencies  have 
broadened  the  scope  of  exceptions  far  beyond  previous  levels. 

Despite  these  changes,  coverage  and  procedures  for  scrutinizing  technology  agreements  are  fairly 
similar  among  countries.  Provision  is  usually  made  of  compulsory  registration  of  technology  agreements 
(including  those  relating  to  services,  franchises  etc.)  and  governmental  approval  of  the  terms  and 
conditions  of  such  agreements.  Norms  and  guidelines  are  also  set  for  various  contractual  provisions 
generally  included  in  technology  agreements.  The  objectives  of  these  measures  has  been  primarily  to 
prohibit  unduly  onerous  or  restrictive  provisions  imposed  by  licensors,  which  are  considered  inequitable 
for  licensees  or  which  adversely  affect  host  economies.  Most  of  these  guidelines  are  intended  to  improve 
the  bargaining  position  of  licensee  enterprises  in  host  countries. 

It  is  difficult  to  assess  accurately  the  impact  of  the  regulatory  measures  discussed  above  on  foreign 
technology  inflows.  While  it  can  be  argued  that  foreign  technology  flow  would  have  been  greater  in  some 
countries  in  the  absence  of  regulatory  control,  this  cannot  really  be  determined.  The  substantial  and 
continuing  increase  in  technology  payments  by  countries  such  as  Brazil,  India,  Mexico  and  the  Republic 
of  Korea  indicates  that  regulatory  measures  have  been  applied  on  a  fairly  realistic  basis,  especially  in 
more  recent  years.  At  the  same  time,  as  a  result  of  such  screening,  the  terms  and  conditions  of  foreign 
technology  agreements  in  these  countries  have  improved  significantly  from  the  viewpoint  of  licensees 
and  have  been  more  consistent  with  national  policies  and  priorities  in  these  countries.  For  foreign 
licensors,  the  terms  of  technology  transfer  may  perhaps  have  been  less  favourable,  but  more  lasting 
arrangements  have  been  ensured  that  will  stand  the  test  of  time  and  are  not  as  subject  to  pressures  for 
modification  during  the  period  of  the  agreement. 

Experience  of  technology  regulation  has  also  shown  that  regulatory  measures  can  be  adjusted  fairly 
rapidly  to  changing  technological  requirements,  as  occurred  initially  in  Japan,  and  later  in  the  Republic 
of  Korea  and  in  India.  The  general  approach  in  these  countries  has  been  that,  as  local  industrial  groups 
and  enterprises  develop  the  capability  necessary  for  negotiating  suitable  agreements  within  the  frame¬ 
work  of  broad  governmental  policies,  there  is  less  need  for  a  governmental  agency  to  review  foreign 
technology  proposals  in  certain  categories.  This  trend  is  likely  to  be  extended  in  other  developing 
countries. 

(c)  The  future  of  transfer  of  technology  policies 

In  the  1990s,  regulatory  guidelines  are  expected  to  prevail  in  several  developing  countries.  But,  in 
view  of  the  growing  demand  for  industrial  technology,  greater  flexibility  and  pragmatism  will  be 
exercised  in  dealing  with  foreign  technology.  The  policy  approach  towards  foreign  technology  is  likely 
to  become  increasingly  pragmatic,  as  these  countries  recognize  that  they  must  function  within  the 
mainstream  of  international  technological  relationships. 

Other  trends  regarding  technological  requirements  in  developing  countries  and  consequential 
changes  in  policies  and  in  the  approach  towards  foreign  technology  include  the  following: 

•  It  can  be  expected  that  there  will  be  much  greater  transparency  and  information  on  technol¬ 
ogy-supply  arrangements  in  different  countries,  particularly  regarding  the  commercial  terms 
and  conditions  of  technology  acquisition  and  transfer  in  various  sectors  and  countries.  There 


47 


Formulation  and  Implementation  of  Foreign 
Investment  Policies:  Selected  Key  Issues 


is  growing  exchange  of  information  between  different  countries  regarding  licensing  terms  and 
conditions  and  regarding  use  of  particular  technologies  in  different  conditions. 

•  The  technology  market  is  increasingly  competitive  for  a  large  range  of  products  and  services 
required  in  developing  countries.  Consequently,  there  should  be  much  greater  knowledge  of 
alternative  sources  of  technology  and  their  relationship  with  different  factor  endowments  and 
conditions  of  application. 

•  The  policy  approach  on  certain  issues,  particularly  local  content  requirements  and  development 
of  export  capability,  is  fairly  similar  in  a  number  of  developing  countries  and  is  likely  to  assume 
much  greater  significance.  The  need  for  increased  local  integration  in  manufacturing  is 
particularly  applicable  to  assembly-type  industries,  but  can  also  be  applied  to  resource-based 
and  process  industries,  where  a  greater  degree  of  backward  and  forward  linkages  is  sought. 
Foreign  capital  and  technology  is  also  particularly  welcome  in  developing  countries  if  they 
contribute  to  greater  exports  of  processed,  higher  value-added  goods.  Guidelines  relating  to 
foreign  capital  ownership  and  other  contractual  terms  are  generally  waived  in  the  case  of 
export-oriented  enterprises.  While  there  are  obvious  constraints  in  developing  export  capabil¬ 
ity,  this  factor  will  assume  a  major  role  in  negotiations  on  technology  licensing. 

In  the  light  of  the  experience  of  developing  countries  outlined  above,  several  factors  should  be 
taken  into  account  in  instituting  policies  and  measures  relating  to  foreign  technology. 

•  Policies  and  measures  should  be  closely  related  to  economic  and  technological  objectives,  and 
to  national  industrial  perspectives,  policies  and  priorities.  Many  developing  countries  recog¬ 
nize  that  with  progressive  stages  of  industrialization,  foreign  technology  and  specialized 
technical  services  become  increasingly  necessary. 

•  It  is  important  to  ensure  that  foreign  technology  contributes  to  the  growth  of  indigenous 
technological  capability,  and  is  secured  on  reasonable  terms  and  conditions.  In  view  of  the 
potentially  important  role  that  TNC  subsidiaries  and  affiliates  can  play  in  a  country’s  industrial 
growth,  industrial  technology  transfer  through  these  and  through  domestic  enterprises  should 
conform  to  national  objectives  and  priorities,  and  it  should  accelerate  the  pace  of  technological 
absorption  and  adaptation. 

Other  critical  factors  in  formulating  policies  are  technology  choice,  increased  local  content,  greater 
application  of  local  research  and  development,  the  development  of  export  capability,  employment 
generation  and  the  effect  on  the  labour  force’s  skills.  These  have  an  important  bearing  on  technological 
absorption  and  adaptation  and  are  critical  for  the  growth  of  indigenous  technological  capability. 

(i)  Technology  choice 

Technology  choice  is  not  the  same  for  all  developing  countries.  The  most  appropriate  technology 
for  a  given  country  depends  on  the  cost  of  capital  relative  to  labour,  and  the  availability  of  the  labour 
skills  required  to  use  that  technology  effectively.  For  example,  in  the  case  of  certain  West  Asian  countries 
that  are  endowed  with  abundant  finance  capital  but  limited  labour  resources,  more  capital-intensive 
technology  may  be  more  appropriate. 

Choice  of  process  and  product  technology  must  necessarily  be  made  by  user  enterprises,  whether 
TNC  affiliates  or  locally  owned  industries,  within  the  framework  of  the  country's  development  policies. 
Industrial  enterprises  in  developing  countries  should  be  encouraged  to  base  that  choice  on  maximum 
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utilization  of  local  resources  and  inputs  over  a  period  of  time.  In  several  production  sectors,  foreign 
technology  inputs  may  be  necessary  initially  but  could  either  be  phased  out  over  time  or  their  value  could 
be  fully  covered  by  exports  of  finished  products  or  intermediates.  The  latest  techniques  may  be  necessary 
if  production  is  to  be  exported.  Here,  reliance  on  foreign  inputs  may  endure. 

Review  agencies  in  developing  countries  very  often  need  information  on  the  typical  terms  and 
conditions  that  licensees  obtain  with  respect  to  a  particular  product  or  process  technology  and  the 
alternative  sources  for  such  technology.  There  are  several  international  organizations  that  provide  such 
information. 8 

(ii)  Local  content 

This  issue  is  of  particular  importance  to  the  production  of  consumer  durables  and  other  engineering 
goods.  Effective  technology  transfer  for  a  product  or  process  involves,  subject  to  techno-economic 
viability,  the  maximization  of  local  content  or  value-added.  The  degree  of  local  content  integration  in 
manufacturing  is  a  major  contributing  factor  to  the  extension  of  backward  and  forward  linkages  in  various 
fields.  In  most  developing  countries,  there  is  growing  emphasis  on  full  use  of  local  inputs  and  maximum 
local  content  and  this  should  be  an  important  factor  in  all  negotiations  relating  to  technology  transfer. 

( iii)  Research  and  development 

Where  priority  is  given  to  technological  absorption  and  adaptation,  the  utilization  of  local  research 
and  development  capability  at  the  enterprise  level  should  constitute  an  important  feature  of  national 
technology  policy.  In  countries  where  there  is  availability  of  technical  manpower  at  relatively  low  cost, 
as  in  Kenya,  there  is  considerable  potential  for  institutional  and  enterprise-level  industrial  research,  which 
should  be  effectively  utilized.  In  some  countries,  research  activities  of  TNC  subsidiaries/affiliates  have 
been  confined  to  product  adaptation  to  local  tastes  and  conditions,  with  few  orno  linkages  to  local  research 
and  development  institutions  and  facilities.  For  example,  a  recent  study  of  30  affiliates  of  TNCs  in  a 
South-East  Asian  country  showed  that  very  little  research  and  development  was  undertaken  locally,  partly 
because  of  the  strategy  of  TNCs  in  concentrating  whatever  research  was  done  regionally  in  only  one  or 
two  locations  where  the  domestic  market  size  was  considerable.  In  so  doing,  TNCs  avoided  the  high  cost 
of  establishing  local  research  and  development  infrastructures  and  training  local  staff  in  highly  technical 
and  specialized  areas.  It  is  important  that  local  research  activities  of  TNC  subsidiaries  and  affiliates  be 
intensified.  Provision  for  local  research  could  be  made  in  joint  venture  and  licensing  agreements  and 
special  fiscal  incentives  could  be  provided. 

(iv)  Export  capability 

An  issue  of  growing  priority  in  some  developing  countries  is  the  development  of  export  capability 
through  the  use  of  foreign  technology.  The  availability  of  cheap,  skilled  labour  in  a  country  provides 
considerable  scope  for  the  growth  of  competitive  production  capability  and  for  increased  production  for 
exports.  Host  country  policies  in  most  developing  countries  emphasize  the  need  for  exports  of  manufac- 


8  These  include,  in  the  United  Nations  system,  the  United  Nations  Centre  on  Transnational  Corporations  (UNCTC), 
the  United  Nations  Industrial  Development  Organization  (UNIDO)  and  the  World  Industrial  Property  Organization  (WIPO). 
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tured  products  and  provide  special  incentives  and  concessions  for  export-oriented  production  by 
transnational  corporations. 

(v)  Review  of  agreements 

Should  the  Government  of  a  host  developing  country  decide  to  encourage  enterprises  to  incorporate 
certain  provisions  in  technology  agreements  to  achieve  the  country’s  technology  objectives,  a  process 
for  reviewing  technology  agreements  may  be  instituted.  In  this  case,  all  foreign  technology  agreements 
(including  agreements  for  the  use  of  foreign  patents  and  trademarks,  and  technical  and  management 
services)  should  be  required  to  be  submitted  for  approval  to  a  designated  reviewing  agency.  Since 
payments  usually  have  to  be  cleared  by  the  country’s  financial  authorities,  a  condition  for  clearance  in 
the  case  of  all  new  agreements  should  be  that,  from  a  prescribed  date,  the  relevant  agreement  must  have 
the  prior  approval  of  the  reviewing  agency.  However,  Governments  of  host  developing  countries  should 
be  aware  that  requiring  the  review  of  technology  agreements  may  be  interpreted  as  a  restrictive  measure, 
particularly  by  TOCs  and  foreign  licensors. 

It  is  important,  therefore,  to  ensure  that  any  decision  to  review  technology  agreements  does  not 
have  any  adverse  impact  on  foreign  investment  and  technology  inflows.  Any  review  of  technology 
agreements  should  take  place,  first,  within  the  framework  of  present  administrative  procedures  and, 
second,  in  accordance  with  well-defined  norms  and  guidelines  that  would  govern  the  functions  and 
operations  of  any  reviewing  agency. 

The  functions  of  such  a  review  agency  should  be  determined  carefully .  If  the  country  has  a  liberal 
regime,  such  a  review  should  not  be  restrictive,  but  should  be  consistent  with  the  pragmatic  and  liberal 
foreign  investment  policies.  Technology  user  enterprises,  including  TNC  subsidiaries,  affiliates  and  joint 
ventures,  should  be  responsible  for  the  selection  of  technology  and  the  initial  negotiations  regarding 
contractual  terms  and  conditions.  Once  the  draft  agreement  has  been  drawn  up,  these  could  be  submitted 
by  the  user  enterprise  to  the  designated  reviewing  agency  for  its  approval  . 

F.  Summary  and  Conclusions 

This  chapter  has  presented  general  frameworks  for  the  process  of  public  policy  formulation  and 
for  the  administrative  hierarchy  of  policy  administration.  Public  policy  formulation  onTNCs  is  embedded 
in  a  complex,  interdependent,  interactive  and  dynamic  system.  The  administrative  structure  of  policy 
making  on  TNCs  is  also  very  complex  and,  if  it  is  not  carefully  managed,  inappropriate  results  can,  and 
have,  emerged.  Transnational  Corporations  can  have  varied,  complex  and  powerful  direct  and  indirect 
effects  on  the  host  countries  in  which  they  operate.  Policy-makers  need  to  be  able  to  assess  these  potential 
effects  in  relationship  to  conditions  in  their  countries  and  to  their  broader  policy  goals  and  evaluation 
criteria  when  formulating  policy  on  TNCs. 

In  general,  over  the  past  decade,  policies  in  developing  countries  have  shifted  away  from  the 
regulation  towards  the  promotion  of  FDI  and  operations  by  TNCs.  In  order  for  these  new  policies  to  yield 
the  desired  benefits,  they  must  be  carefully  constructed,  an  appropriate  incentives  system  must  be 
designed  to  operationalize  them,  and  an  administrative  system  must  be  carefully  constructed  and  managed 
to  implement  the  incentives  system.  These  last  two  issues  are  the  topic  of  the  next  chapter. 
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A.  Introduction 

In  designing  an  incentives  system,  the  Government  must  address  two  basic  questions:  Can  an 
incentives  system  towards  TNCs  contribute  in  theory  to  the  achievement  of  the  country’s  development 
goals?  Can  it  contribute  to  its  development  goals  in  practice?  The  next  section  of  this  chapter  provides 
a  rationale  of  why  a  Government  incentives  system  may  assist  the  country  to  achieve  its  development 
goals.  Section  C  analyses  whether,  in  practice,  Governments  have  been  successful  in  using  incentives 
systems  to  influence  investment  by  TNCs.  Section  D  addresses  these  issues  with  regard  to  incentives 
systems  directed  toward  technology  transfer  by  TNCs.  Section  E  analyses  the  relationship  between 
government  policy  toward  TNCs  and  the  incentives  system.  In  Section  F,  the  crucial  interaction  between 
the  incentives  system  and  the  administrative  system  is  addressed.  The  final  section  of  the  chapter  analyses 
the  characteristics — simplicity,  transparency,  flexibility  and  speed — of  an  incentives  system  that  influ¬ 
ence  its  success. 


B.  Foreign  investment  incentives  systems:  theory 

In  developing  an  incentives  system,  one  basic  question  must  be  addressed:  Why  should  the 
Government  intervene  through  an  incentives  system  to  influence  the  operations  of  TNCs? 

In  developing  countries,  domestic  and  foreign  firms  face  conditions  in  their  factor  markets  for 
domestic  and  foreign  capital  and  for  labour,  in  their  markets  for  domestic  and  foreign  inputs,  and  in  the 
markets  for  their  outputs  in  which  prices  do  not  bear  a  close  relationship  to  economic  resource  costs.  The 
problem  of  market  failure,  although  present  to  a  greater  or  lesser  extent  in  all  economies,  is  often 
particularly  severe  in  developing  countries.  This  is  due  to  the  structure  and  conditions  in  their  markets, 
and  to  the  generally  high  level  of  government  regulation  in  their  production  systems. 
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Governments  of  developing  countries  also  often  have  other  goals  in  addition  to  increasing  aggregate 
economic  welfare  and  growth  by  maximizing  economic  efficiency.  These  goals  may  include: 

•  A  more  even  income  distribution; 

•  Employment  creation; 

•  Increased  production  among  various  income  groups,  regions,  and  religious  and  ethnic  groups; 

•  Fostering  of  domestic  entrepreneurs; 

•  Increased  political,  cultural,  and  social  development  and  stability; 

•  Enhanced  national  political  and  military  sovereignty;  and 

•  Meeting  the  basic  needs  of  the  population. 

Even  if  market  prices  reflect  resource  costs,  the  extent  and  patterns  of  investment  by  private 
domestic  and  foreign  firms  might  not  be  congruent  with  achieving  these  goals. 

In  these  situations,  there  may  be  a  gap  between  the  private  benefits  (i.e.,  profits)  and  the  public,  or 
social,  benefits  from  foreign  investment.  The  objective  of  an  incentives  system  then  should  be  to  influence 
the  returns  to  private  investment  such  that  they  are  more  equal  to  the  returns  to  the  nation.  If  private 
returns  (adjusted  for  risk)  are  below  public  returns,  then  the  incentives  system  should  be  directed  towards 
increasing  private  returns. 9  If  private  returns  are  above  public  returns,  the  incentives  system  should  be 
directed  towards  reducing  private  returns.  Under  such  a  system,  private  enterprises,  whether  foreign  or 
domestically  owned,  would  engage  in  a  more  socially  optimal  level  of  investment  and  operations. 

It  is  not  an  easy  task  for  an  incentives  system  to  correct  for  the  problems  of  market  failure  so  that 
firms  engage  in  a  socially  optimal  level  and  pattern  of  investment  and  operations.  Essentially,  the  system 
must  create  conditions  so  that  these  firms  operate  in  the  same  manner  that  they  would  if  factor,  input, 
and  output  prices  reflected  their  resource  costs  to  the  nation.  This  task  can  be  accomplished  in  either  of 
two  ways: 

•  By  acting  to  correct  distortions  in  the  price  system  so  that  prices  in  all  the  markets  faced  by 
firms  reflect  their  resource  costs;  or 

•  By  imposing  costs  or  conferring  benefits  for  behaviour  by  firms  that  correspond  to  those  that 
would  have  occurred  if  the  correct  prices  prevailed  in  the  market. 

The  first  alternative  can  be  implemented  either  by  regulating  prices  directly  at  appropriate  levels, 
or  by  acting  to  remove  the  conditions  that  have  led  to  inappropriate  prices.  If  a  country’s  exchange  rate 
is  overvalued  such  that  the  full  value  of  the  foreign  exchange  earnings  to  the  country  is  not  realized  by 
firms  engaged  in  export  operations,  the  country  could  either  devalue  its  currency  or  it  could  pay  some 
form  of  an  export  bounty.  In  general,  actions  to  enhance  the  working  of  the  price  system  (e.g., 
devaluation )  are  preferable  to  direct  intervention  in  the  price  system  (such  as  export  bounties).  Similarly, 
if  the  prices  of  domestic  inputs  are  too  high  due  to  the  monopoly  power  of  some  producers,  action  to 
reduce  their  monopoly  power  (by  reducing  tariffs  or  fostering  more  competition  in  the  industry)  are 
usually  preferable  to  price  controls  or  to  subsidies  to  correct  for  these  high  prices. 


9  Government  investment  in  state-owned  enterprises  is  another  means  by  which  the  effects  of  this  situation  may  be 
addressed. 
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In  some  cases,  price  incentives  may  not  be  effective  and  other  types  of  incentives  must  be  used  to 
reward  behaviour  that  is  beneficial  to  the  economy.  Examples  of  the  second  type  of  incentive  include 
investment  grants  or  restrictions,  infrastructure  development,  locational  grants,  tax  concessions,  surtaxes, 
and  so  on.  The  more  distorted  a  country’s  markets,  the  greater  the  need  for  the  incentives  system  to 
correct  for  the  effects  of  market  failure  on  the  investment  and  operational  behaviour  of  firms. 

The  essential  tool  of  analysis  needed  to  administer  an  incentives  system  in  the  presence  of  market 
failure  is  the  technique  of  cost-benefit  analysis.  This  is  not  the  place  for  a  description  of  this  powerful 
technique.  There  are  many  books  and  manuals  that  describe  it  and  show  how  it  can  be  used  in  developing 
countries  to  evaluate  the  net  benefits  of  investments  by  foreign  and  domestic  firms  in  relation  to  an 
investment  incentives  system.  The  important  point  here  is  that  unless  some  form  of  explicit  cost-benefit 
analysis  is  used  in  constructing  and  implementing  an  incentives  system,  there  is  little  chance  that  it  will 
achieve  any  of  its  goals  or  the  country’s  wider  development  goals.  This  strong  conclusion  holds 
independently  of  the  goals  of  the  incentives  system,  which  are  economic  efficiency  and  growth  or  other 
economic,  political,  and  social  objectives. 

C.  Foreign  investment  incentives  systems:  evidence 

There  has  been  considerable  controversy  over  the  effectiveness  of  investment  incentive  systems  in 
changing  the  decisions  of  TNCs  concerning  the  location  and  characteristics  of  their  investments  and 
operations. 

Evidence  examined  in  several  empirical  studies  suggests  that  the  effectiveness  of  incentives 
systems  depends  on  the  orientation  of  the  foreign  investor:  towards  the  domestic  market  or  towards  export 
markets.  The  studies  showed  that  factor  incentives  (tax  holidays,  cash  grants,  loan  guarantees  and 
subsidies,  accelerated  depreciation,  wage  subsidies  and  training  grants,  land  grants  etc.)  had  virtually  no 
impact  on  the  location  decisions  of  firms  that  were  oriented  towards  the  domestic  market,  while 
commodity-based  incentives  (tariff  and  non-tariff  barriers  to  trade,  limitations  on  future  entry  by 
competitors  etc.)  did.  Indeed,  firms  that  are  oriented  towards  the  domestic  market  are  particularly 
concerned  with  protection  from  domestic  and  international  competition  and  with  basic  market  conditions. 
For  export-oriented  firms,  the  picture  is  quite  different.  Their  investment-location  decisions  were 
significantly  affected  by  factor-based  incentives,  but  not  by  commodity-  based  incentives. 

Although  this  research  sheds  light  on  the  effects  of  various  promotional  policies  on  investment-lo¬ 
cation  decisions,  it  does  not  give  any  firm  conclusions  on  the  more  fundamental  and  important  question 
concerning  the  effectiveness  of  these  incentives,  where  effectiveness  is  defined  as  the  net  positive 
contribution  to  the  nation’s  development  goals.  There  is  not  necessarily  a  relationship  between  inducing 
investment  to  locate  in  a  country  and  positive  net  benefits. 

Increasing  investment  should  not  be  the  goal  of  an  incentives  system.  Achieving  the  country’s 
development  goals  should  be.  This  conclusion  is  based  on  several  factors: 

•  If  a  country’s  incentives  are  matched  by  competitors  (i.e.,  other  countries),  there  is  no  net 
increase  in  the  country’s  attractiveness. 

•  Even  if  incentives  influence  the  investment-location  decisions  by  some  firms  at  the  margin, 
the  firms  that  would  have  invested  in  the  country  without  the  benefit  of  incentives  reap  windfall 
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gains.  Hence,  whatever  benefits  arise  from  increased  investment  by  the  firms  that  are  affected 
by  the  incentives  must  be  offset  by  the  costs  of  providing  incentives  to  all  the  firms. 

•  The  previous  argument  is  strengthened  by  the  belief  that  firms  make  long-term  investment 
decisions  based  on  fundamental  market  conditions,  not  on  short-term  promotional  measures. 

As  analysed  above,  promoting  investment  by  protecting  domestic  markets  from  foreign  trade 
and  from  new  foreign  and  domestic  entrants  can  serve  to  attract  investment,  but  there  is  a  high 
probability  that  this  investment  will  not  yield  net  benefits  to  the  economy  if  protection  continues 
for  too  long — or  beyond  the  time  deemed  necessary  to  “absorb”  technology. 

What  then  are  the  implications  of  the  empirical  research  on  investment  incentive  systems  directed 
towards  foreign  direct  investment  (FDI)  by  TNCs  for  the  design  and  implementation  of  these  systems? 
Unfortunately,  most  studies  on  this  subject  were  based  on  what  countries  do,  and  not  on  what  they  should 
do.  It  is  possible,  however,  to  go  somewhat  beyond  this  rather  negative  conclusion.  The  general  consensus 


Box  8:  Namibia’s  use  of  incentives  for  foreign  Investors 

The  Namibia  Investment  Code  establishes  two  categories  of  foreign  investors:  those  not  eligible  for,  or 
not  seeking,  the  status  of  Approved  Investment;  and  those  holding  a  Certificate  of  Approved  Investment.  The 
former  are  not  subject  to  any  process  of  scrutiny  or  appraisal  and  are  not  accorded  any  special  treatment.  The 
tetter  are  scrutinized  for  approval  against  certain  criteria  set  out  in  the  Code  and  enjoy  a  protective  regime  of 
guarantees  and  incentives. 

The  guarantees  and  incentives  focus  on  two  principal  concerns: 

b  Security  of  title  and,  in  particular,  the  possibility  that  investment  assets  may  be  expropriated  without 
a  guarantee  of  sufficient  compensation; 

Q  Restrictions  on  foreign  exchange  transactions  and  the  availability  of  foreign  exchange  to  meet 
essential  investor  requirements. 

In  the  case  of  concerns  related  to  security  of  title,  the  Code  provides  that:  (a)  in  the  event  of  expropriation, 
just  compensation  would  be  paid  without  undue  delay;  and  (b)  disputes  between  investors  and  the  State  about 
compensation  for  expropriated  assets  could  be  referred  to  international  arbitration. 

In  the  case  of  foreign  exchange  transactions,  the  Code  sets  out  certain  basic  undertakings  to  ensure  that 
foreign  exchange  will  be  freely  available. 

Namibia  intends  to  offer  all  investors  an  incentive  in  the  form  of  a  generally  applicable  rate  of  Income  tax 
that  is  reasonable  and  attractive.  Against  that  background,  the  Government  considered  whether  Namibia, 
following  the  practice  in  some  other  developing  countries,  should  also  provide  in  the  Code  for  other  special  fiscal 
incentives  such  as  tax  holidays,  import  duty  concessions  and  the  like.  It  was  decided  not  to  do  so.  Some  of  the 
reasons  for  that  decision  were  that: 

o  In  order  to  create  stable  conditions  for  economic  growth,  Namibia  needs  a  broad  revenue  base  which 
is  not  continuously  eroded  by  piecemeal  concessions; 

a  Tax  concessions  could  be  wasteful  since  in  many  cases,  if  other  conditions  are  satisfactory,  tax 
concessions  will  not  be  required  to  attract  foreign  investment; 

a  Double  taxation  treaties,  and  the  unilateral  double  taxation  relief  offered  by  many  capital  exporting 
countries,  mean  that  the  practical  effect  of  tax  holidays  is  often  uncertain; 

b  A  number  of  fiscal  incentives  already  exist  in  the  tax  law  of  Namibia  in  relation  to  particular  sectors, 
for  example,  mining.  Where,  in  a  particular  sector,  or  in  connection  with  some  particular  activity,  it  is 
judged  that  a  fiscal  concession  is  required  in  order  to  attract  foreign  Investment,  appropriate  provision 
will  be  made  by  amendment  to  the  existing  law. 
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among  researchers  on  TNCs  is  that  they  invest  abroad  (in  preference  to  exporting,  licensing,  or  producing 
only  for  their  domestic  markets)  (1)  to  internalize  imperfections  that  exist  in  their  external  factor  and 
product  markets;  (2)  to  reduce  costs;  and  (3)  to  maximize  profits  given  their  ownership-specific 
advantages  and  market  conditions.  This  profit  maximizing  behaviour  by  TNCs  in  their  investment 
decisions  may  or  may  not  confer  net  benefits  on  the  host  countries  in  which  they  invest.  It  is,  therefore, 
incumbent  upon  the  government  incentive  organization(s)  to  influence  economic  conditions  so  that  TNC 
operations  contribute  to  achieving  the  country’s  development  goals.  One  means  to  influence  TNC 
operations  is  through  the  incentives  system. 

To  ensure  that  the  incentives  system  is  increasing  the  contribution  of  TNC  operations  to  develop¬ 
ment  goals,  a  cost-benefit  analysis  must  be  conducted  on  each  investment  proposal  under  various 
promotional  and  regulatory  packages  in  order  to  determine  the  optimal  set  of  incentives  (promotional 
privileges  and  regulatory  restrictions)  for  each  project.  Designing  and  administering  such  an  incentives 
system  can  yield  major  benefits  to  a  country.  It  is  not,  however,  an  easy  task.  In  the  case  of  Indonesia,  a 
country  with  an  elaborate  incentives  system,  Wells  and  Encamation  10  used  cost-benefit  analysis  to 
evaluate  the  effects  of  the  incentives  system.  They  found  no  relationship  between  whether  the  Govern¬ 
ment  had  approved  an  investment  proposal  and  whether  it  conferred  net  costs  or  net  benefits  on  the 
Indonesian  economy.  (Interestingly,  subsequent  to  this  study,  the  Indonesian  Government  eliminated  the 
requirement  for  investors  to  provide  data  by  which  a  cost-benefit  analysis  could  be  performed.) 

D.  Technology  transfer  and  incentives  systems 

The  market  for  technology  is  highly  imperfect.  The  transactions  costs  of  matching  buyers  and 
sellers,  the  costs  of  providing  and  assessing  information,  and  the  costs  of  negotiation  are  often  high. 
Technology  can  be  transferred  via  exports  (when  it  is  incorporated  in  the  export  product),  licenses  (when 
patents  or  trademarks  are  licensed)  and  FDI  by  TNCs. 

The  relationship  between  the  regulation  of  foreign  technology  agreements  and  the  award  of 
incentives  varies  among  countries.  Some  countries  offer  tax  and  tariff  incentives,  concessions  and 
guarantees  through  the  same  agency  that  regulates  investment  and  technology  transfer.  In  other  countries, 
these  two  functions  are  performed  by  different  agencies.  In  some  instances,  only  foreign  investment 
projects  for  which  incentives  are  sought  are  subject  to  regulatory  requirements. 

While  technology  regulation  has  been  useful  in  improving  the  terms  and  conditions  of  foreign 
technology  agreements,  the  promotional  aspect  of  ensuring  adequate  inflows  of  needed  technology  has 
been  given  relatively  little  attention  in  most  developing  countries.  It  is  desirable  to  ensure  adequate 
institutional  assistance  in  locating  alternative  sources  of  technology  and  obtaining  information  regarding 
the  use  and  impact  of  alternative  technologies  in  different  conditions.  While  decisions  regarding  choice 
and  application  of  particular  technologies  must  necessarily  rest  with  user  enterprises,  institutional  support 
and  assistance  could  be  very  useful  in  providing  the  technological  information,  which  is  often  lacking  in 
most  developing  countries. 


10  Encamation,  D.  and  Wells,  L.T.  Jr.,  “Evaluating  foreign  investment”,  in  Theodore  Moran,  ed.,  Investing  in 
Development:  New  Roles  for  Private  Capital  (W  ashington,  D.C.  Overseas  Development  Council,  1986.) 
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In  theory,  government  intervention  via  an  incentives  system  to  promote  and  regulate  technology 
transfer  can  advance  the  country’s  development  goals.  Governments  in  developing  countries  often 
intervene  in  the  technology  transfer  process  via  licensing,  FDI  and  imports,  by  mandating  maximum 
licensing  fees  and  placing  restrictions  on  the  types  of  technology  that  can  be  imported  into  the  country 
either  by  foreign  investors  or  by  domestic  firms.  In  some  situations,  setting  maximum  terms  for  licensing 
fees  and  royalties  can  shift  the  balance  in  favour  of  the  technology  buyer.  But  at  the  same  time,  the  lack 
of  a  patent  system  can  dissuade  TNCs  from  (i)  licensing,  since  they  see  that  any  fees  will  be  small;  (ii) 
exporting,  since  their  export  prices  will  be  higher  than  copies  made  in  the  domestic  market;  and  (iii) 
investing,  since  they  will  not  be  able  to  compete  with  domestic  producers  who  have  broken  their  patents 
and,  without  the  costs  of  research  and  development,  can  undersell  them. 

This  action,  however,  may  also  reduce  the  flow  of  technology  to  the  host  country.  The  seller  may 
not  want  to  run  the  risk  of  future  competition  from  the  buyer  for  such  a  low  fee.  A  low  fee  may  also  give 
the  seller  little  incentive  to  provide  support  services  to  the  buyer  to  increase  the  value  of  the  technology, 
to  modify  it  to  make  it  more  appropriate  to  the  buyer’s  needs  and  to  domestic  market  conditions,  or  to 
devote  resources  to  generating  and  transferring  innovations  that  would  enhance  the  future  value  of  the 
technology.  Alternatively,  the  seller  may  attempt  to  extract  a  higher  return  on  the  technology  by  charging 
higher  prices  on  other  necessary  inputs  to  the  production  process  such  as  machinery,  components  or 
products  that  must  be  used  in  conjunction  with  the  product.  For  example,  if  royalties  on  the  technology 
for  producing  a  piece  of  equipment  are  regulated,  the  seller  may  increase  the  price  at  which  he  sells 
components  to  the  producer  or  write  into  the  sales  agreement  a  requirement  to  use  other  inputs  sourced 
from  the  firm  at  a  price  that  recaptures  the  forgone  royalties.  The  operations  of  TNCs  are  often  quite 
flexible  and  can  be  adjusted  in  response  to  government  regulation — often  in  ways  that  decrease  economic 
efficiency  and  reduce  value  for  the  host  country. 

Beyond  licensing  fees,  there  are  wider  issues  of  technology  screening  that  Governments  can 
address.  This  is  a  difficult  area  and  one  that  has  considerable  potential  for  inappropriate  actions.  The 
issues  involved  in  technology  screening  can  only  be  outlined  here. 11 

•  The  Government  may  set  up  a  technology  screening  organization,  either  located  within  the 
organization  responsible  for  evaluating  foreign  investment  or  in  a  separate  organization. 

•  The  Government  may  be  concerned  that  the  technology  imported  into  the  country  is  not 
appropriate  to  its  needs  and  requirements. 

•  The  technology  transferred  by  foreign  investors  may  be  inappropriate  given  factor  costs  in  the 
country,  input  availability,  composition,  quality,  demand  characteristics  and  volume. 

•  The  type  of  technology  transferred  may  also  impede  linkages  with  the  domestic  economy  and 
reduce  the  basic  productivity  and  technological  progress  of  the  economy. 

•  Developing  countries  are  littered  with  investment  projects  with  inappropriate  and  uneconomic 
technology  sourced  from  abroad. 

•  Domestic  investors  and  joint-venture  partners  may  not  be  in  a  position  to  assess  the  technology 
they  source  from  abroad. 


11  They  are  presented  in  greater  detail  in  a  report  by  the  Joint  ESCAP/UNCTC  Unit,  Costs  and  Conditions  of 
Technology  Transfer  Through  Transnational  Corporations  (Bangkok,  United  Nations,  1984). 
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All  these  technology  transfer  problems  may  be  addressed  by  a  government  technology  screening 
and  assistance  organization.  The  mandate  of  such  an  organization  may  be  to  regulate  the  technology 
transferred  and  the  transfer  process  to  ensure  that  (1 )  technology  appropriate  to  the  country’s  conditions 
and  goals  is  transferred,  and  (2)  that  the  terms  of  the  transfer  are  beneficial  to  the  country.  Alternatively, 
instead  of  regulating  technology,  the  organization  might  be  limited  to  providing  information  and  expertise 
to  firms  engaged  in  the  technology  transfer  process.  Additionally,  this  agency  may  act  as  a  promotion 
centre  to  attract  technology  licensing  and  to  induce  domestic  firms  to  access  technology  from  abroad. 

To  fulfil  the  mandate  of  screening  technology  transfer  to  increase  the  net  benefits  to  the  country  of 
imported  technology  is  not  a  simple  task.  Technology  screening  may  lead  to  net  benefits  in  situations  in 
which  foreign  firms,  in  their  drive  to  increase  the  economic  value  of  their  investment  via  their  choice  of 
technology,  do  not,  by  the  same  process,  also  maximize  benefits  for  the  host  country.  For  example,  a 
TNC  might  import  overly  capital  intensive  machinery  such  that  few  jobs  are  created. 

One  way  to  try  to  accomplish  this  goal  would  be  for  the  Government  to  regulate  directly  the  type 
of  production  technology  that  is  used  in  an  investment  project  by  foreign  or  domestic  firms.  One  goal  of 
such  regulation  could  be  to  ensure  that  the  imported  technology  is  the  “best”  available.  The  problem  here 
is  how  “best”  is  defined.  Often,  government  screening  organizations  have  defined  “best”  as  the  latest, 
fastest,  largest,  most  sophisticated  and  advanced  plant  and  equipment  available  worldwide.  Many 
countries  do  not  want  to  see  themselves  as  the  final  destination  of  old,  outdated,  small-scale,  used  plant 
machinery  and  equipment.  The  goal  of  obtaining  the  “best”  technology  may  be  implemented  by 
prohibiting  imports  of  used  machinery  and  equipment  or  by  regulations  on  the  scale  of  operations  or 
capital  investment  being  transferred.  This  screening  procedure,  however,  may  result  in  overly  large-scale, 
capital-intensive,  high-cost  technology  being  sourced  in  preference  to  more  appropriate  technology. 

A  government  technology  organization  might  also  serve  as  an  advisory  service  to  domestic  firms 
and  joint-venture  partners  as  they  negotiate  with  TNCs  over  the  type  and  cost  of  licensed  technology. 
Negotiating  technology  transfer  agreements  is  a  highly  technical  process.  Such  an  organization  could  act 
as  a  centre  for  this  information  and  expertise.  The  United  Nations  Centre  on  Transnational  Corporations 
provides  assistance  in  negotiating  technology  agreements  both  in  specific  arrangements,  and  to  upgrade 
the  skills  of  those  involved  in  negotiations  on  an  on  going  basis. 

This  is  not  the  place  for  a  lengthy  review  of  the  topic  of  choice  of  appropriate  technology  in 
developing  countries. 12  Foreign  investment  expert  Louis  Wells  observed  a  phenomenon  that  he  labelled 
“Engineering  Man”  13  that  occurred  in  developing  countries  with  protected  domestic  markets  in  which 
the  most  sophisticated,  capital-intensive  technology  was  chosen  over  older,  more  labour-intensive, 
economically  efficient  technology.  Indeed,  there  is  a  danger  that  government  regulatory  organizations 
in  their  technology  screening  process  may  opt  for  engineering  efficiency  over  economic  efficiency  to  the 
detriment  of  the  economy.  This  would  indicate  that  the  government  incentives  system  for  technology 
transfer  should  avoid  influencing  the  choice  of  technology,  but  rather  should  leave  this  decision  to  the 
firms  involved.  These  firms  have  more  of  an  incentive  to  maximize  the  economic  value  of  the  technology 
they  transfer  than  do  the  administrators  of  the  system. 


12  See  the  articles  in  Stobaugh,  Robert  and  Wells,  L.T.Jr.  (eds.).  Technology  Crossing  Borders  (Boston,  Harvard 
Business  School,  1984);  see  also  the  references  therein  for  a  start  on  this  voluminous  literature. 

13  Welles,  L.  T.  Jr.,  “Economic  man  and  engineering  man:  choice  of  technology  in  a  low  wage  country",  Public  Policy 
Journal,  Summer  1973. 
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This  conclusion  has  several  implications  for  technology  transfer  incentives  systems: 

•  The  system  should  be  directed  at  providing  information  and  expertise  to  domestic  investors 
and  joint-venture  partners  concerning  the  range  of  technologies  available  internationally  and 
the  economic  costs  and  benefits  of  those  technologies. 

•  Once  the  appropriate  technology  has  been  identified,  attention  should  be  directed  towards  the 
best  way  that  it  can  be  transferred  into  the  country:  imports,  licensing,  or  foreign  direct 
investment. 

•  Assistance  can  also  be  provided  in  negotiation  over  the  technology  transfer  package  including 
its  price. 

•  In  all  these  activities ,  attention  might  be  better  directed  at  increasing  the  economic  value  of  the 
technology  being  considered  by  using  cost-benefit  analysis,  than  by  conducting  more  lengthy 
and  complex  technological  assessments  of  investment  projects.  A  cost-benefit  analysis  will 
show  if  the  technology  will  indeed  benefit  the  country. 

This  brief  analysis  of  the  technology  transfer  process  raises  several  questions  to  be  addressed  by 
those  designing  and  implementing  a  technology  transfer  incentives  system: 

•  What  is  the  proper  role  of  the  Government  in  the  negotiating  process  between  the  seller  and 
the  buyer  of  technology? 

•  Do  maximum  fees  or  royalties  on  technology,  brand  names,  and  trademarks  increase  or 
decrease  the  value  of  the  technology  being  transferred?  If  they  increase  it,  at  what  level  should 
they  be  set? 

•  Given  that  limitations  are  placed  on  technology  transfer  fees,  are  there  other  means  by  which 
TNCs  can  increase  their  profits  to  the  detriment  of  the  country,  and  have  these  been  taken  into 
consideration,  e.g.,  through  transfer  pricing? 

•  Is  the  technology  transferred  by  imports,  investment  and  licensing  being  assessed  on  an 
engineering  or  an  economic  basis? 

E.  Government  policy  toward  transnational  corporations 

and  the  incentives  system 

As  seen  earlier,  the  Governments  of  most  developing  countries  have  formulated  development  goals 
and  policies  to  achieve  these  goals.  Often  these  goals  have  been  explicitly  articulated,  and  policies  to 
achieve  them  have  been  developed  in  a  series  of  short-term  development  plans  within  the  framework  of 
a  long-term  development  programme.  The  foreign  investment  and  technology  transfer  incentives  system 
is  but  one  component  within  a  Government’s  economic  policy  system.  Its  purpose  is  to  influence  one  of 
the  interfaces  between  the  country’s  domestic  economy  and  the  rest  of  the  world,  TNCs.  This  incentives 
system  is  in  turn  designed  to  achieve  the  country’s  wider  development  goals. 

The  foreign  investment  and  technology  transfer  incentives  system  must  then  be  designed  to  further 
these  goals,  given  the  constraints  and  opportunities  facing  the  country  that  arise  from  its  international 
and  domestic  environment. 

The  major  task  of  overall  government  policy  is  to  determine  the  appropriate  balance  between  its 
different  goals  and  to  set  in  place  the  policies  to  achieve  this  balance.  The  emphasis  that  a  Government 
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Box  9:  Singapore  and  India:  The  relationship  between  economic 

goals  and  economic  policies 

Singapore  (a  relatively  small  country  with  a  highly  skilled  labourforce  and  strong  middle  class)  has  placed 
a  heavy  emphasis  on  efficiency  and  growth  in  its  development  policies.  India  (one  of  the  world’s  largest  and  most 
populated  countries,  with  a  relatively  lower-skilled  labour  force  and  skewed  income  distribution)  has  placed  a 
heavy  emphasis  on  equity,  distribution,  and  achievement  of  development  through  the  use  of  national  resources. 
Singapore  has  encouraged  inward  and  outward  foreign  investment  and  technology  transfer  to  restructure  and 
develop  its  economy;  until  fairly  recently,  India  had  placed  stringent  restrictions  on  inward  foreign  investment 
and  technology  transfer  to  foster  the  capabilities  of  domestic  investors  and  technology  development  by  domestic 
firms.  More  recently,  however,  India’s  policies  towards  foreign  investment  and  transfer  of  technology  have 
become  more  open. 


places  on  performance  among  its  many  goals  has  important  implications  for  its  foreign  investment  and 
technology  transfer  incentives  system.  In  general,  the  more  a  country’s  development  goals  are  oriented 
toward  economic  efficiency  and  growth,  the  more  its  foreign  investment  and  technology  transfer 
incentives  system  tends  to  include  measures  to  promote  FDI  and  technology  transfer  by  TNCs;  the  more 
the  Government  emphasizes  other  goals  such  as  income  re-distribution,  the  more  its  policies  tend  to 
include  measures  to  regulate  TNC  operations. 

A  country’s  relative  emphasis  among  its  development  goals  may  change  over  time  in  response  to 
changing  domestic  and  international  economic  conditions,  to  changes  in  its  economic,  social  and  political 
philosophy,  and  as  the  results  of  its  past  policies  become  apparent  (see  Chapter  in,  B-C).  When  policy 
changes  occur,  the  incentives  system  must  change  as  well. 

Potential  foreign  investors’  perceptions  of  the  goals  of  an  incentives  system  can  influence  the 
outcomes  and  ultimate  effectiveness  of  the  system.  The  fundamental  question  that  must  therefore  be 
addressed  when  analysing,  evaluating,  constructing  or  modifying  a  foreign  investment  and  technology 
transfer  incentives  system  is: 

Is  the  present  foreign  investment  and  technology  transfer  incentives  system  appropriate,  and  is  it 
giving  the  right  signals  to  potential  investors,  given  the  country’s  goals  and  policies  toward  TNCs, 


Box  10:  Malaysia’s  treatment  of  foreign  investment 

During  the  1970s  and  early  1980s,  Malaysia  emphasized  policies  to  increase  the  ownership  rote  in  the 
economy  by  ethnic  Malays  under  its  Bumiputera  policy.  In  the  mid-1980s,  as  falling  energy  and  commodity  prices 
reduced  prospects  for  economic  growth  under  existing  policies,  as  FDI  in  Malaysia  declined,  and  as  some  of  the 
unanticipated  negative  effects  of  these  policies  became  apparent,  the  Government  of  Malaysia  changed  its  policy 
toward  TNCs  away  from  regulation  towards  promotion  of  foreign  investment  and  technology  transfer. 

To  achieve  this  goal,  Malaysia  changed  its  investment  incentives  system.  The  purpose  of  this  change  was 
to  accelerate  economic  growth,  even  if  this  change  entailed  a  shortfall  in  its  goal  of  increasing  the  level  of 
Bumiputera  ownership. 

An  example  of  an  even  more  dramatic  shift  of  a  foreign  investment  and  technology  transfer  system  brought 
about  by  changes  in  a  country’s  development  goals  is  provided  by  the  People’s  Republic  of  China.  With  the 
implementation  of  its  "open  door"  polity  toward  foreign  direct  investment,  technology  transfer  and  hade,  the 
incentives  system  that  was  in  place  before  the  "open  door"  policy  was  announced  was  not  appropriate  once  that 
policy  had  been  promulgated. 
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domestic  and  international  economic  conditions  ( including  the  bargaining  power  of  TNCs  and  the 
incentives  systems  of  other  countries),  and  its  administrative  structures  and  capabilities?  The  answer  to 
this  question  may  change  with  changing  economic,  social  and  political  conditions  in  the  country  and 
worldwide,  as  the  country’s  economic,  social,  and  political  systems  evolve,  and  as  the  incentive  systems 
in  other  competing  countries  change  over  time. 

F.  The  administrative  and  incentives  systems 

In  general,  when  an  incentives  system  is  developed  or  modified,  the  administrative  structures,  the 
capabilities  of  the  administrative  organizations,  and  the  shared  values  of  the  personnel  who  administer 
the  system  must  be  adjusted  accordingly.  The  manner  in  which  a  foreign  investment  and  technology 
transfer  incentives  system  is  administered  can  have  an  important  impact  on  the  performance  and 
effectiveness  of  the  system. 

Any  incentives  system  must  be  administered  by  some  organization  or  group  of  organizations.  These 
organizations  are  set  up  within  an  administrative  structure,  have  internal  administrative  structures  of  their 
own,  and  are  staffed  by  personnel  who  individually  and  jointly  make  up  its  shared  values  and  organiza¬ 
tional  hierarchies,  procedures,  norms  and  incentives.  The  explicit  incentives  system  in  official  written 
form  may  change.  This  official  change  may  be  quite  easily  accomplished  by  the  Government  by  changing 
the  laws  and  regulations  for  foreign  investment  and  technology  transfer.  These  new  laws  and  regulations, 
however,  must  be  implemented  by  the  organizations  that  are  responsible  for  administering  the  incentives 
system.  The  new  incentives  system  may  need  radical  changes  in  the  corporate  culture  and  the  adminis¬ 
trative  structures,  procedures,  cultures,  and  prerogatives  of  these  organizations — and  these  changes  may 
be  resisted  such  that  the  thrust  of  the  new  incentives  system  is  subverted. 

There  is  increasing  realization  among  those  involved  in  the  development  process  that  the  effective¬ 
ness  of  development  policies  and  plans  cannot  be  divorced  from  the  effectiveness  of  the  administrative 
institutions  that  implement  them.  The  effectiveness  of  a  particular  policy  or  plan  to  regulate  some  aspect 
of  the  economy  cannot  be  evaluated  in  and  of  itself,  but  must  be  evaluated  in  relationship  to  how  well  it 
can  and  will  be  implemented. 

This  conclusion  highlights  a  fundamental  problem  for  the  design  of  incentive  systems  in  developing 
countries.  In  general,  the  lower  the  level  of  development  of  a  country,  the  lower  the  level  of  the 
development  of  its  administrative  systems.  Yet,  in  general,  the  lower  the  level  of  a  country’s  economic 
development,  the  greater  the  need  for  government  intervention  to  regulate  the  economy  in  order  to  achieve 
its  overall  development  goals.  For  developing  countries,  regulatory  requirements  often  conflict  with  the 
capacities  of  the  administrative  system  to  regulate.  Administrative  capacities  argue  for  a  simple  regula¬ 
tory  system  and  minimal  regulation;  development  conditions  and  national  goals  argue  for  a  more 
pervasive,  complex  regulatory  system.  There  is  often  conflict  between  the  goals  the  Government  wants 
to  achieve,  the  incentives  systems  through  which  these  goals  can  be  achieved,  and  the  capacity  of  the 
institutions  charged  with  implementing  the  incentives  systems  to  achieve  these  goals  in  carrying  out  their 
mandates. 

An  incentives  system  that,  if  effectively  administered,  would  be  optimal  given  the  country’s 
development  goals,  may  prove  to  be  ineffective  if  the  system’s  administrators  cannot  or  will  not 
administer  it  correctly.  Conversely,  an  incentives  system  that  is  sub-optimal  in  theory,  may  be  superior 
in  practice  if  it  can  be  administered  effectively.  There  must  be  a  “fit”  between  the  administrative 
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capabilities,  values,  and  willingness  to  implement  the  incentives  system  and  the  goals,  policies  and  design 
of  the  system  itself. 

Recognizing  the  benefits  of  a  fit  between  the  institutions  that  administer  the  system,  the  design  of 
the  system,  and  the  goals  of  the  system,  is  particularly  important  for  policy-makers  when  formulating  a 


Box  11 :  Policies  and  administrative  systems  for  foreign 
Investment  In  the  petroleum  sector 

To  take  advantage  of  the  presence  of  deposits  of  a  particular  natural  resource,  a  host  country  government 
chooses  a  given  policy,  which  may  include  TNC  participation,  according  to  several  factors:  domestic  availability 
of  resources  (financial,  technical,  etc.),  the  goals  it  has  set  for  that  sector  (e.g.,  acceleration  of  exploration, 
maximization  of  government  take  ws-a-v/sthe  TNC  take,  and  the  transfer  of  skills  and  technology)  etc.  Available 
alternatives  include  concessions,  production-sharing  agreements  and  the  like. 

In  choosing  a  particular  approach,  it  is  also  important  to  take  into  account  the  administrative  capabilities 
of  the  host  country  Government.  But,  more  often  than  not,  this  factor  is  neglected.  As  a  result,  contracts  which 
may  appear  as  highly  beneficial  to  the  country  are  signed  with  TNCs.  Later,  lack  of  proper  monitoring  and 
administrative  procedures  to  ensure  that  the  terms  of  the  contract  are  being  met  end  up  costing  the  Government 
revenues. 

To  address  this  issue,  the  United  Nations  Transnational  Corporations  and  Management  Division  is 
preparing  a  technical  paper  on  fiscal  and  administrative  strategies  for  petroleum  exploration  and  development. 
The  paper  is  based  on  discussions  held  during  a  round  table  in  Kuala  Lumpur  in  September  1991.  Twelve 
petroleum  producing  countries  in  the  Asia-Pacific  region  were  represented,  by  both  government  officials  and 
private  companies. 

The  participants  agreed  that  the  ability  to  administer  petroleum  agreements  is  often  an  issue  that  does 
not  receive  the  proper  attention  it  deserves.  They  confirmed  that,  in  many  cases,  new  laws,  regulations  and 
model  contracts  are  introduced  on  the  assumption  that  administrative  capabilities  will  somehow  be  developed 
In  the  near  future.  More  often  than  not  this  is  not  the  case.  As  a  result,  policies  to  develop  petroleum  resources 
fall  short  of  their  objectives.  There  is  a  need  to  establish  a  better  balance  between  the  level  of  complexity  of 
petroleum  arrangements  chosen  by  a  host  country  on  the  one  hand,  and  its  administrative  capacities  on  the 
other.  Contrary  to  common  belief,  such  a  balance  may  be  achieved  without  affecting  the  chances  that  policies 
have  in  meeting  those  objectives. 

For  example,  a  country  in  the  Western  hemisphere  wanted  to  develop  its  petroleum  sector.  Petroleum 
operations  had  been  limited  to  refining  and  distributing  petroleum  products.  Domestic  administrative  capabilities 
were  limited  to  those  activities.  There  were  indications  that  commercially  viable  deposits  existed  in  the  national 
territory.  But  further  prospecting  was  required.  The  government  did  not  have  the  resources  (financial  or 
technical— and  obviously,  therefore,  administrative)  to  embark  on  the  prospecting  phase,  and,  afterwards,  the 
commercial  phase,  on  its  own. 

The  Government  decided  to  develop  the  sector  with  the  participation  of  TNCs.  Well  aware  of  its 
shortcoming  regarding  know-how  and  administrative  capacities,  it  drafted  a  very  general  law  for  hydrocarbons 
exploration  and  production.  The  law  was  very  favourable  to  TNCs.  This  was  necessary  to  attract  the  attention 
of  potential  Investors,  given  that  the  country  had  not  established  a  reputation  as  an  oil  producer,  and  that  more 
prospecting  was  needed  to  be  sure  that  there  were  indeed  commerciaiiy  viable  deposits  within  national  borders. 
This  law  was  complemented  by  a  model  contract,  which  left  issues  requiring  higher-skilled  administrative 
resources,  among  others,  to  bo  negotiated  on  a  case-by-case  basis.  As  prospecting  started  to  generate  positive 
results,  more  TNCs  would  become  interested  in  participating  in  the  development  of  petroleum  deposits.  Hits 
would  give  the  country  more  bargaining  power  when  negotiating  contracts  with  TNCs.  The  Government  would, 
then,  negotiate  for  more  transfer  of  know-how  from  the  TNC  to  the  national  authorities,  thus  gradually  raising  the 
national  capacities  to  implement  and  administer  the  petroleum  policy.  This  could  be  done  without  altering  the 
general  law,  thus  creating  a  stable  environment  to  the  foreign  investor. 
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foreign  investment  and  technology  transfer  incentives  system.  An  incentives  system  and  the  way  it  is 
administered  can  act  as  signals  to  foreign  firms  concerning  the  attractiveness  of  a  host  country  as  an 
inv  estment  location  and  the  viability  of  their  operations  in  the  host  country.  The  objectives  of  an  incentives 
system  to  promote  foreign  operations  in  a  country  may  be  negated  if  the  administration  of  the  system  is 
inefficient,  slow  and  confusing  for  foreign  firms.  The  objectives  of  an  incentives  system  to  regulate  the 
operations  of  foreign  firms  may  be  negated  if  the  system  is  corrupt  or  not  well  managed,  or  if  it  is  so 
complex  and  intricate  that  foreign  firms  can  circumvent  its  restrictions. 

The  following  principles  can  serve  as  a  guide  for  designing  and  administering  the  incentives  system: 

1.  The  administration  of  a  policy  and  its  incentives  system  can  have  as  powerful  an  effect  on 
the  extent  and  characteristics  of  the  foreign  investment  that  is  attracted  to  or  repelled  from  the  country 
as  the  incentives  themselves. 

2.  To  the  extent  possible,  implementation  of  the  policy  through  its  incentives  system  should  be 
centralized  within  one  administrative  organization  with  authority  over  all  the  variables  of  concern  to  the 
foreign  investor  taxes,  tariffs  and  non-tariff  barriers  to  trade  for  inputs  and  final  products,  grants, 
infrastructure  development,  and  so  oa  To  the  extent  that  the  control  over  important  variables  lies  outside 
the  incentives  organization,  there  should  be  close  liaison  and  cooperation  between  the  various  organi¬ 
zations  whose  operations  impinge  on  various  aspects  ofTNC  operations.  Responsibilities  and  authority 
should  be  clearly  allocated  among  the  organizations  involved.  Failure  to  do  so  will  generate  confusion 
and  conflict.  Achieving  this  objective  might  be  furthered  by  an  interchange  of  personnel  between  these 
organizations,  and  by  creating  an  overall  governing  body  composed  of  high-level  representatives  from 
all  the  relevant  ministries. 

3.  A  viable  alternative  to  centralization  of  the  promotion  and  regulation  of  TNCs  under  one 
organization  is  to  have  one  organization  responsible  for  promoting  TMC  operations  with  the  regulations 
decentralized  in  various  ministries.  This  system  has  the  virtue  of  focusing  the  attention  of  the  central 
organization  on  promotional  activities.  It  then  acts  as  a  welcoming  gateway  for  TNCs,  and  the  advocate, 
buffer  and  guide  to  firms  that  have  been  attracted  to  invest  in  the  country. 

4.  The  administrators  of  the  incentives  system  should  not  be  primarily  concerned  with,  evaluate, 
or  try  to  control  the  technological  characteristics  of  the  investment  project,  but  rather  on  its  economic 
impact  on  the  country.  Determining  the  optimal  technology  for  the  project  should  be  left  to  the  investing 
firm,  possibly  with  the  assistance  of  an  independent  technology  centre  with  a  mandate  to  supply 
information  and  advice  and  to  assist  in  the  bargaining  process  over  the  terms  of  the  technology  transfer. 

5.  In  calculating  the  economic  impact  of  the  investment,  the  focus  should  not  be  on  regulating 
the  capacity  of  the  industry  in  relation  to  output  demand  or  input  supplies.  This  determination  should  be 
the  responsibility  of  the  firm  making  the  investment  Regulations  to  prevent  industry  “overcrowding” 
can  be  used  by  existing  firms  to  prevent  entry  and  have  often  led  to  excess  capacity — the  reverse  of  the 
planner’s  intentions.  This  can  happen  for  two  reasons:  (i)  firms  may  invest  in  excess  capacity  to  induce 
planners  to  restrict  entry;  and  (ii)  when  firms  perceive  that  entry  may  be  restricted,  they  may  rush  in  with 
investment  proposals  to  beat  the  restrictions. 

6.  To  the  extent  possible,  government  policy  and  incentives  systems  should  be  consistent,  both 
with  each  other  and  over  time.  At  the  very  least  a  consistent  direction  should  be  discemable.  Frequent 
changes  in  the  incentives  go  beyond  giving  mixed  signals  to  TNCs:  they  signify  risk  and  instability. 
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7.  When  granting  promotional  privileges  or  imposing  regulations  on  a  project,  consideration 
should  be  given  first  to  removing  or  reducing  market  distortions,  rather  than  to  granting  offsetting 
incentives  or  to  imposing  offsetting  regulations. 

This  last  point  is  extremely  important.  The  objective  is  to  foster  the  development  of  market 
conditions  by  reducing  the  level  of  extra-market  intervention  through  government  regulation,  so  that  the 
allocation  of  resources  increasingly  approaches  that  which  would  prevail  under  freely  competitive  market 
conditions.  The  implementation  of  this  procedure  can  best  be  illustrated  by  the  following  examples: 

1 .  V arious  trade  barriers  may  raise  the  cost  of  imported  inputs  for  firms.  Removing  these  trade 
barriers  is  usually  preferable  to  a  combination  of  cash  grants  and  price  controls  on  output  for  the  domestic 
market  or  export  bonuses  for  output  sold  abroad. 

2.  The  tax  system  may  bear  disproportionately  on  foreign  firms.  Removing  the  distortions  in 
the  tax  system  by  moving  towards  a  uniform  rate  of  taxation  for  all  income  is  usually  preferable  to  granting 
tax  incentives  to  individual  firms. 

3.  Operations  in  areas  outside  the  main  metropolitan  regions  may  be  more  expensive  due  to  lack 
of  a  well  developed  infrastructure  system.  Developing  the  appropriate  infrastructure  for  investment  is 
usually  preferable  in  the  long  run  to  incentives  such  as  tax  concessions,  cash  grants,  or  subsidies  for  firms 
that  locate  in  these  areas. 

4.  Concentrated  industries  combined  with  trade  protection  may  lead  to  high  prices  in  the 
domestic  market.  Encouraging  entry  and  reducing  trade  barriers  is  usually  preferable  to  regulating  prices 
and  output. 

5.  The  financial  system  may  discriminate  against  certain  types  of  projects,  such  as  small  and 
medium-sized  investments  or  investments  in  export-oriented  projects,  by  the  interest  rates  charged  or  by 
credit  rationing.  Developing  appropriate  financial  institutions  and  reforming  the  financial  system  is 
usually  preferable  to  direct  subsidies  for  these  types  of  investors. 

6.  Increasing  the  level  of  participation  by  domestic  investors  may  be  valued  by  the  Government. 
Efforts  to  increase  the  capabilities,  expertise,  and  access  to  low  cost  capital  for  domestic  entrepreneurs 
are  usually  more  effective  in  the  long  run  than  mandated  levels  of  domestic  ownership. 

There  are  many  impediments  for  an  investment  incentive  organization  in  implementing  these 
recommendations.  Correcting  the  root  cause  of  the  distortion  in  the  market  is  often  more  difficult  than 
acting  directly,  by  introducing  a  new  regulation,  to  counteract  it.  The  actions  necessary  to  correct  the 
distortion  may  lie  outside  the  direct  authority  of  the  organization.  Direct  intervention  is  often  faster  to 
implement  than  correcting  a  market  distortion,  and  the  outcome  of  direct  intervention  may  appear  to  be 
more  certain  than  removing  the  distortion  and  relying  on  the  market  system  to  generate  the  desired 
outcome. 

These  are  all  serious  problems.  It  should  be  remembered,  however,  that  the  “quick  fix”  of  direct 
government  regulatory  intervention  has  often  been  the  root  cause  of  highly  distorted  and  inefficient 
markets.  Unless  regulations  are  reduced  and  eventually  removed  overtime,  the  market  system  will  never 
be  able  to  function  correctly.  Layer  upon  layer  of  government  regulation  will  be  added  to  compensate 
for  the  effects  of  existing  regulations.  This  can  lead  to  regulatory  paralysis  where  everything  is  regulated 
and  nothing  is  produced. 
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G.  Characteristics  of  incentives  systems 


In  general,  the  effectiveness  of  an  incentives  system  is  measured  by  several  key  characteristics: 
flexibility,  objectivity,  simplicity,  and  administrative  speed,  ease,  and  certainty. 

One  important  characteristic  of  a  foreign  investment  and  technology  transfer  incentives  system  is 
the  need  for  flexibility  to  respond  to  changes  in  national  and  international  conditions,  and  in  the  country’s 
development  goals  and  priorities.  Flexibility  and  responsiveness  are  desirable  characteristics  in  a 
country’s  incentives  system.  A  high  degree  of  flexibility  in  an  incentives  system  can  pose  problems, 
however.  As  described  below,  a  high  level  of  flexibility  may  work  against  several  other  valued 
characteristics  in  an  incentives  system:  stability,  simplicity,  transparency,  and  its  administrative  speed, 
ease,  and  certainty. 

There  is  a  dichotomy  between  two  types  of  incentives  systems:  uniform  and  case-by-case.  Under 
a  uniform  system,  all  TNCs  face  the  same  regulations  and  promotional  measures — an  inflexible  system. 
Under  a  case-by-case  system,  each  TNC  investment  project  is  evaluated  separately,  and  regulations  and 
promotional  measures  are  applied  on  a  case-by-case  basis.  The  problem  with  the  uniform  system  is  that 
equal  rules  applied  to  unequal  entities  lead  to  sub-optimal  results.  Such  a  system  tends  to  become  ever 
more  complex  and  convoluted  in  trying  to  deal  with  these  inequalities.  The  case-by-case  system  has 
several  drawbacks:  lack  of  clarity  and  simplicity  for  TNCs  when  they  make  their  initial  assessment  of 
the  country,  and  wide  discretionary  powers  for  administrators  which  may  lead  to  abuse  of  the  system. 14 

In  general,  the  more  simple,  clear,  objective,  and  the  less  discretionary  a  policy  and  its  incentives 
(promotional  and  regulatory)  system  are,  the  greater  are  the  chances  that  it  can  and  will  be  effectively 
administered.  Given  such  a  system,  foreign  firms  can  more  easily  evaluate  the  costs  and  benefits  of 
operating  in  the  host  country,  and  they  will  be  less  likely  to  see  the  incentives  system  per  seas  a.  barrier 
to  implementing  their  investment  and  operating  plans.  The  more  centralized  the  incentives  system,  the 
fewer  the  number  of  forms  that  must  be  submitted  to  and  approved  by  different  ministries,  the  more 
effective  the  system  will  be.  For  this  reason,  a  “one  stop”  foreign  investment  and  technology  transfer 
centre  has  often  proven  to  be  more  effective  than  an  incentives  system  administered  on  a  more 
decentralized  basis. 

A  complex  incentives  system  can  block  or  impede  all  foreign  operations,  not  just  those  that  would 
be  harmful  to  the  country,  but  also  those  that  would  be  beneficial,  because  investors  cannot  or  are  not 
willing  to  deal  with  the  incentives  system  as  it  is  administered.  Furthermore,  firms  experienced  in  dealing 
with  an  incentives  system  can  use  their  expertise  to  access  a  wide  variety  of  promotional  incentives  and, 
in  some  cases,  to  subvert  or  circumvent  the  system  for  their  own  benefit. 

Setting  up  a  simple  incentives  system,  while  ideal  in  theory,  can  be  quite  difficult  in  practice.  As 
described  in  chapter  III,  a  foreign  investment  and  technology  transfer  incentives  system  is  but  one 
component  of  a  wider  system  designed  to  regulate  the  interface  between  the  domestic  and  international 
economies.  To  operate  this  wider  system  requires  that  authority  over  its  various  components  be  lodged 
in  different  government  ministries:  the  Ministries  of  Finance,  Trade,  Transportation,  Natural  Resources, 
Environment,  Industry,  and  so  on.  These  ministries  may  be  loath  to  cede  their  responsibility  and  authority 


14  Dennis  Encamation  and  Louis  T.  Wells  Jr.,  “ Developing  countries  en  garde ”,  International  Organization,  39  (4) 
Autumn  1985. 
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to  another  organization  which  has  the  responsibility  for  the  foreign  investment  and  technology  transfer 
system.  Yet,  unless  this  organization  has  some  degree  of  influence  over  these  regulatory  activities,  its 
efforts  to  achieve  its  mandate  may  be  constrained. 

Striking  a  balance  between  simplicity  and  objectivity  on  the  one  hand,  and  the  discretionary 
authority  over  how  the  criteria  of  an  incentives  system  are  applied  on  the  other,  may  prove  to  be  quite 
difficult. 

Another  benefit  of  an  incentives  system  based  on  objective  criteria  is  that  such  a  system  can  increase 
the  willingness  and  ability  of  middle  level  administrators  to  make  decisions  as  to  whether  an  investment 
or  technology  transfer  application  meets  the  criteria  for  approval.  One  of  the  characteristics  that  has  often 
been  observed  in  government  institutions  in  developing  countries  is  an  unwillingness  of  middle  level 
administrators  to  take  responsibility  for  making  even  minor  decisions.  Consequently,  top  administrators 
are  overburdened  with  large  volumes  of  minor  paperwork  and  decisions  that  could  be  handled  at  lower 
levels.  This  situation  can  lead  to  delays  in  the  application  process  and  can  divert  the  attention  of  top 
administrators  from  policy  planning  and  the  overall  administration  of  the  system. 

One  final  benefit  of  an  incentives  system  that  is  based  on  clear,  objective  criteria,  rather  than 
discretionary,  imprecise  ones,  is  the  effect  of  such  a  system  on  the  behaviour  of  administrators  of  the 
system  and  the  firms  that  must  deal  with  it.  If  the  criteria  are  clear  and  objective,  the  administrative 
latitude  for  personal  interpretation  of  the  criteria  is  reduced,  the  latitude  for  administrators  to  withhold 


Box  12:  Canada’s  incentives  system 

Canada's  Foraign  Investment  Review  Agency  (FIRA)  is  an  example  of  an  extremely  flexible  incentives 
system  at  the  expense  of  simplicity,  clarity,  and  objectivity.  The  Act  under  which  Canada’s  FIRA  operated  states 
that  a  foreign  investment  project  will  be  evaluated  "with  respect  to  whether  or  not  it  confers  net  benefits  on 
Canada".  Determination  as  to  whether  a  foreign  investment  project  met  this  test  was  in  turn  based  on  five  broad 
criteria: 

o  Its  effect  on  the  level  and  nature  of  economic  activity ; 

o  Canadian  participation  in  the  enterprise; 

*  Its  effects  on  productivity,  efficiency,  technological  development  and  innovation,  exports,  natural 
resource  processing,  and  Canadian  content; 

a  Its  effects  on  consumption;  and 

a  Its  compatibility  with  national  industrial  and  economic  policies. 

The  Act  did  not  provide  information  as  to  how  performance  In  relation  to  these  five  criteria  was  to  be 
evaluated  or  weighted  exceptto  state  that  "it  is  not  necessary  for  an  investor  to  demonstrate  benefits  with  respect 
to  each  factor".  FIRA  gave  no  explanations  for  its  decisions  to  allow  or  reject  any  proposal,  although  FIRAofliciais 
stated  that  the  factors  are  “given  different  weight  according  to  the  circumstances  of  individual  proposals".  This 
situation  allowed  FIRA  to  adjust  the  incentives  system  to  changing  economic  and  political  conditions— a  benefit 
to  Canada.  It  also  engendered  a  high  level  of  uncertainty,  distrust,  and  dissatisfaction  among  some  foreign  firms 
operating  or  considering  operating  in  Canada  and  has  led  to  ongoing  disputes  between  the  Canadian 
Government  and  Governments  in  other  countries. 

This  situation  led  some  firms  to  cease  considering  Canada  as  an  investment  location;  and  it  caused  other 
firms  to  modify  their  operations  In  such  a  way  as  to  impose  oosts  on  the  Canadian  economy.  These  costs  were 
incurred  even  though  Canada  has  relatively  well  developed  institutions  and  expert  and  experienced  personnel 
to  administer  its  incentives  system  for  foreign  investment.  Asa  result,  Prime  Minister  Brian  Mulroney  decided  to 
eliminate  this  system  altogether  soon  after  his  administration  was  inaugurated  in  1986. 
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Box  13:  China’s  foreign  direct  investment  Incentives  system 

In  China  there  is  a  general  requirement  that  foreign  ownership  in  a  project  be  phased  out  over  time,  but 
the  time  period  is  not  made  explicit.  Joint  ventures  are  encouraged,  but  no  explicit  foreign  equity  percentages 
are  mandated.  This  situation  has  increased  the  flexibility  of  China’s  incentives  system,  but  at  the  cost  of 
considerable  delays  in  the  approvals  process  and  a  disfunctions!  increase  in  the  uncertainty  of  both  foreign  firms 
and  Chinese  administrators,  enterprises  and  organizations  when  entering  into  the  negotiation  process  over  the 
operations  of  foreign  firms  in  China. 


or  grant  approval  is  reduced,  and  consequently  their  ability  to  solicit  extra-legal  inducements  to  grant 
approval  is  reduced.  The  incentive  for  foreign  firms  to  offer  extra-legal  incentives  for  administrators  to 
further  their  case  is  also  reduced.  These  are  major  benefits  since  they  increase  the  certainty  that  an 
incentives  system  will  bring  forth  the  desired  results. 15 

This  analysis  suggests  several  fundamental  issues  concerning  a  country’s  incentives  system: 

•  Is  there  a  fit  between  the  capacities  of  the  organization  that  administers  and  implements  the 
system  and  the  administrative  requirements  to  implement  such  a  system  to  achieve  its  goals? 

•  Is  the  administration  of  the  incentives  system  fast  and  efficient;  does  it  have  well  defined 
procedures  and  explicit  deadlines  for  each  stage  of  the  process? 

•  Are  the  capabilities,  training,  expertise,  and  values  of  the  system’s  administrators  compatible 
with  the  goals  of  the  system? 

•  Is  there  an  appropriate  balance  between  the  flexibility  and  latitude  for  administrative  discretion 
and  the  simplicity,  objectivity  and  transparency  of  the  system  given  changing  environmental 
conditions,  institutional  structures,  and  the  capabilities,  expertise  and  values  of  its  administra¬ 
tors? 

•  Is  the  country’s  total  international  regulatory  system  designed  so  that  the  goals  of  each  of  the 
organizations  that  administer  its  components  are  more  or  less  compatible  and  that  there  is 
coordination  among  the  component  organizations? 


H.  Monitoring  and  evaluating  the  policy  and  incentives  system 

To  evaluate  the  policy  and  incentives  system  related  to  TNCs,  host  developing  countries  must 
collect  data  on  the  performance  and  impact  of  TNCs  on  their  countries.  Without  data,  there  can  be  no 
evaluation,  without  an  evaluation  of  the  performance  of  the  policy  and  incentives  system,  host  Govern¬ 
ments  can  have  no  systematic  basis  to  ensure  that  the  system  is  and  remains  effective. 

The  topic  of  monitoring  foreign  investment  is  closely  related  to  the  administration  of  the  incentives 
system  available  to  foreign  investors.  In  most  developing  countries  with  an  incentives  system,  the 


15  For  further  analysis  of  the  effects  of  corruption  and  bribery  on  administrative  performance  and  the  managers  of 
TNCs  see  D  J  Gould  and  J.A.  Amaro-Reyes,  “The  effects  of  corruption  on  administrative  performance,  with  examples  from 
developing  countries”,  Washington  D.C.,  The  World  Bank  (1983);  and  H.  Lane  and  D.  Simpson  “Bribery  in  international 
business:  whose  problem  is  it?”,  Journal  of  Business  Ethics,  No.  3  (1984). 
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organization  that  administers  it  devotes  most  of  its  time  and  resources  to  evaluating  foreign  investment 
project  proposals  prior  to  implementation,  and  deciding  on  the  appropriate  promotional  and  regulatory 
packages  that  should  be  applied  to  these  projects.  Depending  on  the  country,  the  amount  of  paperwork 
that  is  generated  to  satisfy  all  the  systems  and  administrative  requirements  can  be  staggering  in  volume, 
detail,  and  intricacy.  This  paperwork  can  pose  a  substantial  problem  for  prospective  investors.  In  some 
cases,  it  has  dissuaded  them  from  even  attempting  to  apply.  Similarly,  it  often  imposes  a  substantial  and 
costly  burden  on  the  host  Government. 

Once  the  proposal  has  been  approved,  however,  the  situation  often  changes  radically.  Some 
investment  incentive  organizations  do  not  collect  any  data  after  this  point.  Yet,  in  some  instances  there 
is  no  other  government  organization  that  takes  on  this  monitoring  role,  much  less  has  the  mandate  to 
regulate  the  foreign  investor  to  ensure  that  the  project  fulfils  the  undertakings  it  made  in  its  proposal.  In 
extreme  cases,  there  is  not  even  reliable  data  gathered  on  whether  the  project  was  implemented  at  all. 

Appropriate  data  on  the  outcomes  and  performance  of  approved  projects  is  valuable  for  several 
reasons.  At  the  macroeconomic  level,  statistics  on  investment  (foreign  or  otherwise)  are  a  vital  component 
of  GNP  statistics.  Data  on  employment,  output,  capacity  utilization,  exports,  and  so  on  are  also  significant 
inputs  to  economic  analysis  directed  towards  policy  decisions. 

For  a  foreign  investment  incentives  organization,  data  on  the  realized  level,  sectoral  distribution 
and  characteristics  of  past  foreign  investment  projects  are  necessary  inputs  to  the  formulation  and 
implementation  of  policies  for  future  investment  proposals.  Any  assessment  of  the  effects  of  an  incentives 
system  would  also  benefit  from  information  on  its  effects  on  foreign  investment  in  the  past.  It  is  also 
impossible  to  control  foreign  investment  in  any  meaningful  way  if  there  are  no  systematic  data  on  how 
foreign  investors  have  performed,  especially  how  they  have  performed  in  relation  to  their  undertakings 
when  they  applied  for  approval  of  the  investment.  As  one  consultant  to  TNCs  operating  in  the  Asia-Pacific 
region  stated:  “I  tell  my  clients  to  promise  them  anything  in  order  to  get  through  the  approval  process. 
Once  they  get  approval,  they  can  do  pretty  much  what  they  want.” 

Although  this  quotation  may  overstate  the  situation  that  exists  in  many  countries,  it  does  highlight 
the  consequences  of  an  inadequate  monitoring  system  for  foreign  investment  after  the  approval  stage.  In 


Box  14:  Promotional  Incentives  systems  In  an  Aslan  country 

in  an  Asian  country,  if  a  foreign  firm  wishes  to  receive  promotional  privileges,  it  must  submit  its  investment 
project  to  an  investment  board.  If  the  firm  is  benefiting  from  promotional  incentives,  it  is  required  to  file  an  annual 
income  statement  and  a  balance  sheet,  and  to  provide  other  statistics  such  as  number  of  employees,  output, 
assets,  and  so  on. 

Less  than  half  of  all  promoted  firms  have  filed  this  data;  the  data  that  is  filed  is  not  checked;  the  penalty 
for  noncompliance  is  low,  and  it  has  never  been  levied.  The  FDI  data  published  by  the  investment  board  uses 
the  latest  available  information,  aggregating  data  from  original  investment  proposals  (for  firms  that  have  not  filed 
an  update)  with  current  data  (for  firms  that  have). 

This  data  is  used  for  public  policy  purposes,  for  analysis  of  total,  aggregate  FDI  and  its  sectoral  and  country 
of  origin  distributions.  It  is  incomplete;  inaccurate,  and  most  likety  biased,  but  in  unknown  directions.  Beyond 
these  statistical  problems,  there  is  no  systematic  means  by  which  the  investment  board  can  know,  much  less 
control,  whether  “promoted  firms"  operate  in  accordance  with  the  undertakings  they  made  when  they  applied  for 
investment  promotional  privileges. 
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Box  15:  The  Importance  of  gathering  data  on  foreign  direct  Investment  performance 

Of  the  countries  in  the  Asia-Pacific  region,  Singapore  has  the  simplest  economic  goals—growth  and 
efficiency — and  the  fewest  regulations  concerning  FDI.  It  allows  its  trade  to  be  exposed  and  a  competitive  market 
system  to  force  firms  to  achieve  its  twin  goals.  Yet,  of  all  the  countries  in  the  region,  Singapore  collects  the  most 
detailed  and  most  accurate  data  on  FDI  and  the  operations  of  foreign  firms.  For  countries  that  have  more  complex 
goals,  and  more  complex  regulatory  and  promotional  systems  for  foreign  investment,  an  absolute  prerequisite 
tor  those  systems  to  have  any  chance  at  achieving  their  goals  is  tor  these  countries  to  collect,  analyse,  and 
evaluate  appropriate  data  on  the  operations  of  foreign  firms,  not  just  at  the  time  their  investment  receives 
approval,  but  in  subsequent  years. 


some  countries  with  an  investment  incentives  system,  if  a  foreign  firm  wants  to  change  its  operations 
significantly  (e.g.,  increase  investment,  import  additional  plant  and  equipment,  increase  import  levels, 
employment,  or  output),  it  must  apply  for  permission  to  make  these  changes  to  the  investment  incentives 
organization.  This  requirement  is  usually  binding  if  the  firm  wants  access  to  further  promotional 
privileges.  In  this  case,  there  is  a  degree  of  monitoring  and  control  over  foreign  investment  subsequent 
to  the  approval  stage,  but  it  is  unsystematic  at  best. 

One  of  the  fundamental  propositions  of  the  field  of  management  control  systems  is  that  if  an 
organization  desires  to  control  performance,  it  must  know  what  performance  has  been,  and  evaluate  this 
performance  in  relation  to  the  goals.  If  a  country  desires  to  control  the  operations  of  TNCs  that  have 
invested  within  its  borders,  it  must  at  the  very  least  monitor  their  perform  ance  by  collecting  data  on  their 
operations.  The  more  complex  the  goals  and  regulatory  system  of  a  country,  the  greater  the  amount  of 
data  it  must  collect  and  evaluate. 

This  analysis  presents  two  major  questions  for  foreign  investment  incentives  organizations: 

•  Does  the  organization  that  administers  the  incentives  system  also  monitor,  evaluate  and/or 
control  the  foreign  firm’s  performance  in  relation  to  the  undertakings  it  made  during  the 
application  process? 

•  If  not,  can  a  monitoring  system  be  set  up  to  do  this  for  future  foreign  investments  and,  ideally, 
to  go  back  and  check  on  the  performance  of  past  investments? 

I.  Summary 


This  chapter  has  analysed  the  components  that  influence  the  performance  of  an  incentives  system 
towards  TNCs  and  the  fundamental  characteristics  of  such  an  incentives  system.  This  is  the  final  chapter 
in  the  presentation  of  the  components  of  the  framework  for  analysing  the  interaction  and  interrelationship 
between  a  host  country  and  TNCs.  The  next  chapter  analyses  how  these  components  fit  together  to 
determine  the  performance  of  the  system  during  the  negotiation  and  bargaining  process,  when  a  TNC 
initially  invests  in  a  host  country,  and  as  it  operates  there  over  time. 
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AND  HOST  COUNTRIES 


A.  Introduction 

The  three  previous  chapters  have  described  and  analysed  three  sets  of  components  that  comprise 
the  system  of  TNC-host  country  relations:  the  world  environment  and  the  TNG  itself --  ownership  specific 
advantages,  strategies  and  effects  on  development  (chapter  II);  host  country  policies  and  conditions: 
location  specific  advantages  (chapter  III);  the  host  country ’s  incentives  system,  and  how  it  is  administered 
and  monitored  (chapter  IV). 

The  three  sets  of  components  interact  within  the  international  environment  composed  of  other 
TNCs,  other  host  countries  and  world  economic  and  political  conditions.  This  interaction  can  be  viewed 
in  a  negotiation-bargaining  framework  in  which  the  ownership-specific  advantages  of  the  TNC  relative 
to  other  alternatives  available  to  the  host  country,  and  the  location-specific  advantages  of  the  host  country 
relative  to  other  alternatives  available  to  the  TNC,  combine  to  determine  the  net  benefits  of  their 
interaction  and  the  distribution  of  the  benefits  among  them. 

Transnational  corporations  invest  in  host  countries  to  use  their  proprietary,  ownership-specific 
advantages  in  product  and  process  technology,  management,  marketing,  access  to  international  markets 
and  capital  to  maximize  profits.  Host  countries  possess  location-specific  advantages,  such  as  their 
domestic  markets,  natural  resources,  and  labour  force,  which  serve  to  attract  investment  by  TNCs.  It  is 
their  policy  goal  to  maximize  their  development  given  these  location-specific  advantages.  The  relation¬ 
ship  between  TNCs  and  host  developing  countries  then  can  be  viewed  as  a  bargaining  relationship  in 
which  each  party  has  certain  resources  the  other  needs  and  certain  goals  it  wants  to  achieve. 
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B.  Transnational  corporations  and  host  countries:  bargaining  power, 

bargaining  skills  and  negotiations 


It  is  important  to  distinguish  between  bargaining  power  on  the  one  hand,  and  bargaining  (or 
negotiating)  skills  on  the  other.  Bargaining  power  is  determined  exogenously,  by  the  opportunity 
foregone  by  the  parties  if  the  status  quo  is  maintained: 

•  For  the  investor,  the  opportunity  foregone  depends  on  the  return  available  on  capital  invested 
in  the  next  best  alternative  project  (i.e.,  the  investor’s  reserve  position).  If  a  number  of  projects 
are  available  to  the  investor  (which  is  typically  the  case),  including  projects  in  other  countries, 
opportunity  foregone  is  the  incremental  difference  in  expected  net  profits  between  the  two 
investment  opportunities — which  may  be  quite  small. 

•  For  the  country,  the  opportunity  foregone  (or  reserve  position)  is  the  possibility  of  realizing 
net  benefits  from  the  next  available  investor.  If  there  are  other  potential  investors,  this  may  be 
quite  small.  If  there  are  no  other  potential  investors,  the  opportunity  foregone  is  the  net  benefit 
lost  for  having  no  project  at  all — which  may  be  quite  large. 

Clearly  the  range  and  quality  of  alternatives  available  to  each  party  has  a  key  bearing  on  bargaining 
power.  The  weakest  bargaining  position  for  the  host  country  occurs  when  the  investor’s  opportunity 
foregone  is  the  difference  in  positive  net  profits  between  alternative  investments,  while  the  host  country’s 
next  alternative  appears  to  be  no  project  at  all  (i.e.,  comparing  positive  net  benefits  with  nothing). 

For  new  investments,  it  may  often  be  that  stronger  relative  bargaining  power  resides  in  the  TNC 
because,  literally,  it  may  have  a  world  of  options.  But  when  considering  renegotiation  of  arrangements 
for  established  investments,  the  options  for  the  investor  are  much  narrower  when  evaluating  (a)  reduced 
net  profits  as  a  result  of  renegotiation  against  (b)  no  profits  at  all  in  a  walk- away  option — or  losses 
because  of  costs  involved  in  closing  a  venture. 

Bargaining  power  determines  which  of  the  parties,  the  investing  TNC  or  the  host  country 
Government,  is  in  the  best  position  to  take  the  major  share  of  the  investment  project’s  benefits.  There  is 
usually  very  little,  in  the  short  term,  which  either  party  can  do  to  alter  the  fundamentals  which  determine 
bargaining  power.  (In  the  medium  and  long  term,  however,  the  host  developing  country  may  increase  its 
bargaining  power,  by  changing  economic  policies  which  will  lead,  in  time,  to  a  more  favourable  investing 
environment.  Indeed,  the  latter  will  attract  more  potential  investors,  thus  increasing  competition  among 
investors — and  the  alternatives  available  to  the  host  country.) 

If  the  fundamentals  are  such  that  both  parties  can  gain  from  the  transaction,  the  bargaining  skills 
of  each  side  can  influence  the  division  of  the  incremental  benefits  arising  from  efficiency  gains  of  the 
TNC  investment. 

Once  negotiations  between  the  investing  TNC  and  the  host  country  Government  start,  a  range  of 
issues  must  be  settled.  Here,  it  is  seldom,  if  ever,  that  either  party  has  an  absolute  advantage  on  each 
issue.  Each  party  has  particular  advantages  and,  conversely,  interests  of  central  importance  which  may 
differ.  The  interplay  between  those  interests  can  be  used  positively  by  the  host  country  if  the  right 
preparations  and  skills  are  brought  to  bear  in  the  negotiation  process. 

The  size  and  scope  of  TNCs  have  raised  questions  in  the  minds  of  some  observers  as  to  the  relative 
balance  of  bargaining  power  between  developing  countries  and  TNCs  in  foreign  trade  and  investment. 
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Although  the  determinants  of  the  relative  share  of  the  gains  from  TNC  investment  are  complicated, 
change  over  time,  and  are  difficult  to  assess,  the  bargaining  skills  and  expertise  of  the  negotiators  in  the 
host  country  will  be  a  major  determinant  of  the  outcome.  They  need  to  possess  information  on  the 
determinants  of  the  bargaining  position  and  strength  of  each  side.  Accessing  and  developing  these  skills 
should  be  a  prime  objective  of  administrators  of  incentives  systems  in  developing  countries. 

Negotiations  may  be  over  such  issues  as  what  regulations  and  promotional  measures  are  provided 
by  the  host  country  and  the  performance  measures  to  which  the  TNC  is  willing  to  commit. 

A  general  consensus  seems  to  have  emerged  over  the  last  decade  among  researchers  on  TNCs  that, 
in  general,  investment  by  TNCs  is  efficiency-enhancing  when  there  is  sufficient  competition  to  reduce 
their  monopoly  power,  i.e. ,  investment  by  TNCs  is  usually  a  positive  sum  game.  The  division  of  the  gains 
from  investment  between  the  TNC  investor  and  the  host  country,  however,  depends  on  the  bargaining 
power  and  negotiating  skills  of  the  TNC  investor  and  the  host  country.  Relative  bargaining  power  depends 
on  such  factors  as  the  uniqueness  of  the  ownership-specific  advantages  of  the  TNC  (technological 
leadership,  advertising  intensity,  access  to  export  markets,  and  capital  resources)  and  the  relative 
attractiveness  of  the  host  country  as  an  investment  site  (size  of  the  domestic  market,  labour  costs,  trade 
barriers,  and  natural  resource  base). 

The  host  country’s  policies  and  its  foreign  investment  incentives  system  on  the  one  hand,  and  the 
TNC’s  policies  and  strategies  on  the  other,  set  the  framework  within  which  these  negotiations  take  place. 

There  have  been  two  trends  in  the  international  economic  environment  over  the  past  decade  which 
influence  the  relative  bargaining  power  of  each  side: 

•  an  increase  in  the  number  of  TNCs,  home  countries  of  TNCs,  and  a  diffusion  of  many  of  the 
competitive  advantages  of  TNCs  over  time;  this  trend  tends  to  weaken  the  TNC’s  bargaining 
power  because  the  host  country  may  choose  among  more,  rather  than  less,  potential  investors; 

•  a  shift  towards  global  competition  in  many  industries;  this  trend  tends  to  strengthen  the  TNC’s 
bargaining  power  because  of  its  ownership-specific  advantages.  A  TNC  with  operations 
throughout  the  world  will  have  more  leverage  when  negotiating  with  a  given  host  developing 
country,  because,  for  example,  it  can  offer  the  host  country  access  to  world-wide  marketing 
and  distribution  networks,  while  at  the  same  time  the  profits  to  be  generated  by  its  operations 
in  that  country  are  smaller  when  compared  to  the  TNC’s  total  profits.  Furthermore,  as  more 
countries  have  come  to  perceive  the  benefits  of  accessing  the  ownership-specific  advantages 
of  TNCs,  and  as  their  needs  for  foreign  capital,  technology,  and  access  to  export  markets  have 
grown,  there  are  more  and  more  potential  investment  sites  which  TNCs  can  choose. 

The  net  effect  of  these  two  opposing  trends  on  the  relative  bargaining  power  of  TNCs  and  host 
countries  is  uncertain.  Some  of  this  uncertainty  can  be  reduced  if  TNC  investments  are  classified  into 
three  categories:  domestic  market  oriented,  export  market  oriented,  and  natural  resource  seeking.  The 
relative  bargaining  power  of  TNCs  and  host  countries  is  also  determined  by  the  bargaining  skills  of  each 
of  the  two  bargaining  parties.  These  issues  are  addressed  in  the  sections  below. 

1.  Export-oriented  investment 

Over  the  past  decade,  many  developing  countries  have  turned  to  an  economic  strategy  of  export 
oriented  growth,  to  try  to  emulate  the  successes  of  such  economies  as  the  Republic  of  Korea,  Taiwan 
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Province  of  China,  Singapore,  and  Hong  Kong,  to  expand  markets  for  their  products  and  to  address  severe 
balance-of-payments  constraints.  In  order  to  follow  a  path  of  export-led  growth,  these  developing 
countries  need  access  to  input  and  process  technology,  management  skills,  and  international  markets. 
TNCs  have  these  ownership-specific  advantages.  On  the  other  hand,  developing  countries  have  location- 
specific  advantages  which  are  attractive  to  TNCs  in  search  of  locations  to  set  up  competitive  export  bases. 
Indeed,  as  wage  rates  in  high-income  countries  have  risen,  as  exchange  rates  have  changed,  and  as 
international  markets  have  become  more  open  and  competitive,  firms  in  high-income  countries  have 
come  under  pressure  to  reduce  production  costs.  One  way  to  do  so  is  to  invest  in  developing  countries 
to  access  their  relatively  low-cost,  unskilled,  semi-skilled  and  skilled  labour.  The  rapid  increase  in 
investment  by  Japanese  TNCs  in  the  late  1980s  was  motivated  by  these  forces. 

Most  likely,  the  net  effect  of  these  forces  has  been  to  increase  the  bargaining  power  of  TNCs.  They 
can  choose  among  many  countries  which  offer  relatively  low  wages  and  are  eager  for  TNC  investment, 
while  the  number  of  TNCs  that  can  provide  the  ownership-specific  advantages  (especially  access  to 
international  markets  for  any  one  product),  although  growing,  is  still  relatively  limited.  Evidence  to 
support  this  conclusion  is  found  in  the  increasingly  permissive  ownership  requirements  found  in 
developing  countries  for  investment  in  export-oriented  projects.  We  would  expect  then  the  economic 
gains  accruing  to  developing  countries  from  TNCs’  export-oriented  investment,  in  terms  of  their 
manpower  and  capital  resources,  to  be  relatively  modest. 

Still,  developing  countries  can  increase  their  bargaining  power  by  providing  high  quality  infrastruc¬ 
ture,  a  skilled,  disciplined  labour  force,  and  by  increasing  the  level  of  their  negotiating  skills.  Developing 
these  attributes  is  not  without  a  cost,  but,  in  general,  they  are  more  than  outweighed  by  the  benefits  of 
increased  TNC  investment  and  a  greater  share  of  the  surplus  arising  from  this  investment. 

2.  Export  processing  zones 

In  an  attempt  to  promote  export-oriented  industries,  many  Governments  of  developing  countries 
are  establishing  export  processing  zones  (EPZs).  EPZs  are  also  referred  to  as  free  economic  zones,  special 
economic  zones,  or  industrial  free  zones. 

The  long-term  objective  of  an  EPZ  is,  in  general,  to  establish  linkages  between  the  domestic 
economy  and  markets  abroad,  so  as  to  increase  the  competitiveness  of  locally  produced  goods.  Over  the 
short  and  medium  term,  EPZs  may  serve  as  a  vehicle  to: 

•  Spur  foreign  investment; 

•  Increase  exports; 

•  Increase  employment  levels; 

•  Contribute  to  the  industrialization  process  through  transfer  of  technology  and  upgrading  of  the 
skills  of  the  labour  force;  and 

•  Raise  foreign  exchange  inflows. 

Export  processing  zones  owe  their  origin  to  free  trade  zones  (FTZs).  FTZs  were  used  by  both 
developed  and  developing  country  Governments  to  facilitate  commerce.  Governments  would  define 
specific  territories  within  their  national  boundaries  for  companies  to  set  up  primarily  packaging,  labelling 
and  storage  facilities  for  goods  to  be  exported.  Companies  operating  within  the  FTZs  would  be  granted 
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special  concessions,  mainly  in  the  form  of  tax  incentives  and  more  liberal  application  of  foreign  trade 
regulations. 

Similarly,  EPZs  are  territories  within  national  boundaries  established  by  the  Government.  Compa¬ 
nies  which  locate  in  EPZs  enjoy  a  wide  array  of  special  incentives  not  available  in  the  domestic  economy, 
such  as  tax  holidays,  duty-free  import  of  inputs  and  other  fiscal  advantages,  simpler  and  more  flexible 
ownership,  operation  and  administration  requirements  (such  as  minimum  or  no  reporting  requirements, 
unregulated  access  to  foreign  exchange  for  imports  and  repatriation  of  profits,  and  no  limits  on  foreign 
ownership)  and  more  flexible  labour  regulations  than  those  applied  in  the  rest  of  the  economy.  In 
exchange  for  enjoying  these  incentives,  companies  located  in  EPZs  are  required  to  sell  all  (or  most)  of 
their  production  abroad,  and  they  may  not  bring  duty-free  imported  inputs  into  the  domestic  economy. 

Typically,  a  TNC  sets  up  a  subsidiary  or  affiliate  in  an  EPZ  to  perform  labour-intensive  tasks  in 
the  overall  production  chain,  and  re-export  the  product.  In  choosing  an  EPZ  location,  the  TNC  looks  for 
the  following  characteristics: 

•  Relatively  cheap  labour, 

•  Convenient  geographic  location  with  easy  access  to  markets  abroad; 

•  Easy  access  to  international  transportation  and  communications  networks  (air/water  shipping 
facilities,  facsimile  and  telephone  services,  etc.); 

•  Good  infrastructure  facilities  at  relatively  cheap  cost  (water,  electricity,  plant  space,  garbage 
disposal,  etc.). 

It  should  be  noted,  however,  that,  for  the  most  part,  the  contribution  of  EPZs  to  national  development 
goals  has  been  limited  to  higher  employment  levels  and  increased  foreign  exchange  inflows,  but  only  to 
the  extent  that  they  are  needed  to  cover  the  local  costs  of  the  assembly  taking  place  (i.e.,  wages,  costs  of 
infrastructure  facilities  and  any  raw  materials  purchased  in  the  domestic  economy).  Indeed,  activities  in 
EPZs  have  concentrated  largely  in  assembly  of  labour-intensive,  light  manufacturing  intermediate 
products  which  require  only  a  minimum  level  of  manual  training  (e.g.,  textiles,  footwear  and  other  leather 
products,  toys,  sporting  goods  and  some  electronic  components)  and  services  requiring  minimum  skills 
(e.g.,  data  entry). 

Furthermore,  foreign  investment  in  EPZs  may  be  only  temporary.  Developing  countries,  in  their 
competition  for  (limited)  foreign  investment  inflows,  are  expanding  the  incentives  offered  in  their  EPZs 
relative  to  those  of  other  host  countries.  To  take  advantage  of  the  most  favourable  (i.e.,  least  costly) 
alternative,  TNC  operations  in  EPZs  have  been  concentrated  mostly  in  “footloose  industries”,  or 
industries  requiring  production  facilities  which  are  easy  to  move  from  one  location  to  another.  The  result 
may  be  that,  while  EPZs  have  increased  foreign  exchange  inflows  from  developed  to  developing 
countries,  they  have  also  promoted  the  movement  of  TNC  investment  from  one  EPZ  to  another.  To  ensure 
that  EPZs  are  contributing  to  the  development  of  the  overall  economy,  and  to  realize  the  full  potential 
contribution  of  EPZs  to  the  development  of  host  countries,  Governments  should  formulate  EPZ-related 
policies  with  care. 

A  Government  considering  the  establishment  of  EPZs  should  make  a  cost-benefit  analysis  of  each 
EPZ.  There  are  direct  costs  of  the  development,  operation  and  maintenance  of  EPZs.  These  include  the 
construction  of  infrastructure,  factory  buildings  and  residences  by  the  host  country  and  the  operation  of 
a  modem  telecommunications  system.  Indirect  costs  must  also  be  included.  These  include  revenue  losses 
from  the  fiscal  incentives  offered  to  companies  which  locate  in  EPZs,  such  as  tax  waivers,  tariff  and 
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customs-duty  exemptions,  allowances  and  subsidies.  Both  tax  revenue  losses  and  subsidies  can  be 
significant  and  have  to  be  weighed  against  the  potential  gains  referred  to  at  the  beginning  of  this  section. 

To  reduce  the  direct  costs  of  an  EPZ,  some  countries  have  opted  to  increase  the  role  of  the  private 
sector  in  the  development  and  operation  of  EPZs,  by  allowing  private  ownership  of  the  zone,  or  by 
contracting  out  services  provided  by  the  EPZ  to  private  companies  (such  as  building  maintenance, 
garbage  pick  up,  etc.).  While  this  strategy  may  increase  overall  operation  costs  for  companies  located  in 
EPZs  (as  has  been  the  case  in  the  Dominican  Republic,  for  example),  many  companies  find  that  the 
enhanced  quality  of  services  provided  by  private  sector  EPZ  operators  (who,  as  entrepreneurs,  are  more 
familiar  than  civil  servants  with  the  requirements  of  successful  business  enterprises)  justify  the  higher 
costs. 


The  location  of  an  EPZ  is  a  determinant  factor  of  its  success.  As  mentioned  above,  EPZs  should 
offer  easy  access  to  transportation  and  communication  netwoiks.  EPZs  should  be  located  near  airports 
and  waterways  offering  easy  transport  facilities.  Some  Governments  may  be  inclined  to  locate  EPZs  in 
remote  areas,  in  an  attempt  to  spur  rural  development.  However,  without  access  to  services  essential  to 
export  operations,  EPZs  may  fail  to  attract  foreign  investment. 

To  use  the  EPZ  as  a  vehicle  to  establish  linkages  between  the  domestic  economy  and  international 
markets,  industries  which  may  be  sourced  with  domestic  raw  materials  and  intermediate  inputs  should 
be  promoted.  And  to  foster  the  transfer  of  sophisticated  technologies  from  abroad,  Governments  may 
want  to  locate,  or  actively  promote  private  sector  investment  in  industrial  incubators,  laboratory  and 
training  facilities  within  the  EPZ.  This  strategy  was  used,  very  successfully,  in  Republic  of  Korea. 

3.  Market  seeking  investment 

For  investment  oriented  towards  the  domestic  market,  the  bargaining  position  of  developing 
countries  is  stronger  if  they  possess  a  large,  growing,  trade-protected  market.  In  this  case,  their  incentives 
system  can  play  a  crucial  role.  Trade  protection  can  increase  the  attractiveness  of  a  host  country  for  a 
TNC  investor  and  hence  increase  the  bargaining  strength  of  the  host  country  in  its  negotiations  with 
potential  TNC  investors.  On  the  other  hand,  a  protected  domestic  market  can  allow  a  TNC  to  increase 
the  supranormal  profits  arising  from  its  investment  at  the  expense  of  the  host  country.  This  negative  effect 
is  particularly  severe  if  the  host  country  blocks  investment  by  other  TNCs  and  domestic  firms  as  an 
additional  investment  incentive.  So,  if  a  host  country  decides  to  increase  its  bargaining  position  by 
protecting  its  domestic  market,  it  must  not  also  block  future  competition  in  the  market  by  new  investors. 

It  should  be  noted  that  TNCs’  investment  strategies  are  being  increasingly  based  on  a  global 
approach  to  their  operations.  As  a  result,  investment  in  developing  economies  is  being  channelled  more 
to  establish  export  bases  and  sourcing  locations,  as  well  as  to  provide  the  domestic  market,  and  less  to 
projects  that  will  provide  goods  only  to  the  domestic  economy  in  which  the  investment  is  located. 

4.  Natural  resource  seeking  investment 

It  is  difficult  to  generalize  concerning  the  trends  in  relative  bargaining  power  between  TNCs  and 
host  countries  for  natural  resource  seeking  investments.  The  relative  power  depends  on  world  prices  for 
specific  natural  resources,  the  number  of  potential  sources,  and  the  number  of  TNCs  operating  in  the 
industry.  One  conclusion  is  clear,  however.  The  greater  the  expertise  of  the  host  country  in  assessing 
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current  and  future  trends  in  these  variables  and  the  greater  its  expertise  in  the  intricacies  of  contracts,  the 
greater  the  share  of  gains  from  TNC  investment  will  be  for  the  host  country.  This  issue  is  examined 
below. 


5.  Translating  the  bargaining  power  into  realized  value 

Bargaining  power  is  determined  by  the  location-specific  advantages  of  the  host  country  and  the 
ownership-specific  advantages  of  the  TNC.  Maximizing  the  value  of  that  bargaining  power  depends  on 
the  skills,  knowledge  and  expertise  of  each  bargaining  party  to  negotiate  the  conditions  of  specific 
agreements.  This  is  particularly  important  for  projects  which  do  not  fall  under  the  general  foreign 
investment  regulatory  and  incentives  systems  of  the  host  country,  but  that  are  negotiated  with  national 
officials  (either  government  or  state  enterprises)  on  a  case-by-case  basis.  In  many  countries,  this  includes 
projects  in  petroleum,  mining  and  other  natural  resources,  finance  and  some  utilities,  and,  of  course,  all 
privatization  projects. 

In  the  past,  many  Governments  were  ill-equipped  to  conduct  negotiations  of  contract  terms  and 
agreements  of  specific  projects  with  TNCs.  Few  Governments  could  boast  of  a  corps  of  highly  skilled 
negotiators  armed  with  the  required  information,  preparation,  strategies  and  techniques  essential  to  obtain 
a  contract  which  would  maximize  the  value  from  their  country’s  location-specific  advantages.  Indeed, 
there  was  lack  of  expertise  for  evaluating  the  full  economic,  financial  and  technical  aspects  of  a  project, 
or  the  total  costs  and  benefits  of  a  project  proposal.  Officials  were  sometimes  unable  to  appreciate  the 
constraints  on  the  country’s  bargaining  power  and  the  necessary  trade-offs  dictated  by  such  constraints. 
Preparations  for  negotiations  were  often  flawed  by  inadequate  availability,  gathering  and  analysis  of 
relevant  information  and  faulty  perception  of  the  objectives  of  the  TNCs  and  their  negotiating  or  legal 
traditions.  Little  attention  was  paid  to  the  composition  of  negotiating  teams  or  the  choice  of  the  leader. 
Few  countries  appreciated  the  highly  technical  and  sophisticated  nature  of  the  negotiating  process,  the 
need  to  invest  resources  in  training  negotiators  and  to  plan  negotiations  carefully. 

The  technical  shortcomings  of  government  negotiators  were  sometimes  aggravated  by  extraneous 
factors  such  as  lack  of  political  support  or  illicit  payments. 

This  situation  is  changing  gradually.  Indeed,  in  many  developing  countries  determined  efforts  to 
strengthen  the  negotiating  skills  and  techniques  of  state  officials  are  taking  place. 

Some  countries  have  developed  the  practice  of  establishing  interdisciplinary  and  interministerial 
teams  of  experts  to  negotiate  projects  with  TNCs.  Increasingly,  Governments  of  developing  countries 
are  taking  steps  to  train  national  personnel  in  such  specialized  areas  as  project  evaluation,  petroleum  and 
mineral  economics,  financial  analysis,  international  business  transactions,  international  taxation,  pro¬ 
curement,  turnkey  projects  and  other  large  industrial  contracts,  agribusiness,  marketing,  etc. 
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There  is  also  greater  recognition  of  the  need  to  plan  carefully  for  negotiations.  In  fact,  many 
seasoned  negotiators  believe  that  the  success  of  a  negotiation  lies  mostly  in  the  preparation.  Steps  have 
been  taken,  sometimes  with  the  assistance  of  international  organizations  or  negotiation  experts, 16  to 
perform  the  tasks  which  are  essential  for  successful  negotiations.  These  are: 

1 .  Gather  and  analyse  information  pertinent  to  the  project,  including  conditions  in  international 
markets  in  the  relevant  industry(ies),  provisions  of  other  transactions  between  Governments  and  TNCs 
and  the  laws,  policies  and  experiences  of  other  countries  in  relevant  sectors; 

2.  Determine  the  objectives  of  the  Government  in  a  realistic  fashion,  based  on  the  country’s 
location-specific  advantages;  also  determine  the  objectives,  strategies  and  motivations  of  the  prospective 
investor; 

3.  Study  the  negotiating  and  legal  traditions  of  the  foreign  partner(s)  to  understand  the  full 
implications  of  the  proposal(s); 

4.  Evaluate  the  full  financial,  economic  and  technical  feasibility  of  the  project  and  carry  out 
discounted  cash  flow  analysis  to  estimate  the  expected  return  of  the  project; 

5.  Evaluate  the  total  costs  and  benefits  of  the  project,  including  the  political  and  social  aspects; 

6.  Map  out  a  comprehensive  strategy  for  the  negotiations  in  the  light  of  a  realistic  assessment 
of  the  country’s  bargaining  power. 

The  results  of  these  improved  negotiating  techniques  are  amply  reflected  in  new  contractual 
arrangements  and  renegotiated  agreements  between  Governments  and  TNCs,  particularly  in  natural 
resource-rich  countries  with  attractive  industrial  opportunities. 

The  success  of  a  negotiation  depends  to  a  large  extend  on  the  preparation  for  the  negotiation 
process .  And  in  fact  a  major  weakness  in  many  developing  countries  is  their  inability  to  prepare 
adequately  for  negotiations  with  TNCs  on  capital-intensive  projects  such  as  utilities,  and  complex  projects 
in  the  natural  resource  industries.  This  has  serious  implications  for  the  host  country’s  economy,  since  the 
benefits  accruing  from  such  projects  depend  on  how  well  contracts  are  structured  and  how  adequately 
the  interests  of  the  host  country  have  been  safeguarded. 

Deficiencies  in  this  crucial  area  cover  the  selection  of  projects,  the  cost-benefit  analysis,  the 
technical  and  economic  evaluation  of  their  viability,  the  selection  of  TNCs,  the  pattern  of  financing  and 
the  structuring  of  contractual  arrangements,  and  the  preparation  for  and  conduct  of  the  negotiations. 

More  particularly,  in  many  developing  countries,  insufficient  attention  has  been  paid  to  the  selection 
of  projects  and  the  determination  of  the  scope  and  objectives  from  the  viewpoint  of  the  host  country’s 
development  goals.  Alternative  contractual  arrangements  that  could  be  negotiated  to  better  suit  national 
interests  do  not  receive  adequate  attention  in  many  developing  countries.  Instead,  very  often  host 
countries  react  passively  to  projects  and  contractual  arrangements  that  are  proposed  by  TNCs. 


16  For  example,  the  United  Nations  Transnational  Corporations  and  Management  Division  provides  developing 
country  Governments,  upon  their  request,  with  training  in  negotiation  skills,  as  well  as  advisory  assistance  for  the  negotiation 
of  specific  contracts  and  agreements  between  TNCs  and  developing  countries. 
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OR  Sales  Section 

United  Nations  Office  at  Geneva 
Palais  des  Nations 
CH-1211  Geneva  10 
Switzerland 


Tel:  (212)  963-8302 
Fax:  (212)  963-4116 
Telex:  422311  UN  UI 


Tel:  (41)(22)  734-6011 
Fax:  (41)(22)733-9879 
Telex:  237110NU  CH 


All  prices  are  quoted  in  United  States  dollars. 

For  further  information  on  the  work  of  the  Division,  please  address  inquiries  to: 

Transnational  Corporations  and  Management  Division 
Department  of  Economic  and  Social  Development 
Room  DC2-1322 
United  Nations 

New  York,  N.Y.  10017,  U.S.A. 

Telephone:  (212)963-3176 
Telefax:  (212)  963-3062 

Telex:  UNCTNC  661062 


QUESTIONNAIRE 


Formulation  and  Implementation  of  Foreign 
Investment  Policies:  Selected  Key  Issues 

(ST/CTC/SER.B/10) 


In  order  to  improve  the  quality  and  relevance  of  the  work  of  the  Transnational  Corporations  and 
Management  Division  (TCMD),  it  would  be  useful  to  receive  the  views  of  readers  on  this  and  other 
similar  publications.  It  would  therefore  be  greatly  appreciated  if  you  could  complete  the  following 
questionnaire  and  return  it  to: 


Readership  Survey 

Transnational  Corporations  and  Management  Division 
United  Nations,  Room  DC2-1322 
New  York,  N.Y.  10017,  USA 


1 .  Name  and  address  of  respondent  (optional): 


2. 


3. 

4. 


Which  of  the  following  best  describes  your  area  of  work? 


Government  □ 

Private  enterprise  □ 

International  organization  □ 

Non-profit  organization  □ 

In  which  country  do  you  work? _ 


Public  enterprise 

Academic  or  research 
institution 

Media 

Other  (specify) _ 


What  is  your  assessment  of  the  contents  of  this  publication? 
Excellent  □  Adequate 

Good  C  Poor 


□ 

□ 

□ 


□ 

□ 
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Questionnaire 


How  useful  is  this  publication  to  your  work? 

Very  useful  □  Of  some  use  □  Levant  Q 

Please  indicate  the  three  things  you  liked  best  about  this  publication: 


Please  indicate  the  three  things  you  liked  least  about  this  publication: 


If  you  have  read  more  than  the  present  TCMD  publication,  what  is  your  overall 
assessment  of  them? 

Consistently  good  CH  Usually  good,  but  with 

some  exceptions  □ 

Generally  mediocre  □  Poor  □ 

On  the  average,  how  useful  are  these  publications  to  you  in  your  work? 

Very  useful  □  Of  some  use  □  Irrelevant  □ 

Are  you  a  regular  recipient  of  Transnational  Corporations  (formerly  The  CTC  Reporter ), 
the  Division’s  tri-annual  publication  which  reports  on  the  Division’s  and  related  work? 

Yes  □  No  □ 


If  not,  please  check  here  if  you  would  like  to  receive  a  sample  copy 
sent  to  the  name  and  address  you  have  given  above 


□ 


Howto  obtain  United  Nations  Publications 

For  more  information  on  how  to  obtain 
United  Nations  Publications,  or  to  receive 
a  copy  of  our  most  recent  catalogue, 
please  write  to: 

United  Nations  Publications 

United  Nations 
Room  DC2-0853,  Dept.  600 
New  York,  New  York  10017 
Fax  no.  (212)963-41 16,  or: 

United  Nations  Publications 

Sales  Section 
Palais  des  Nations 
1211  Geneva  10 
Switzerland 
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